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Chapter 7

Accessing the French Defense Market

Like the United Kingdom (UK), France is one of the few European nations that seek
to maintain full spectrum military capabilities and related defense technologies and pro-
duction capabilities—due primarily to the longstanding strategy of military and political
independence put in place by Charles de Gaulle. Under Gaullism, France was firmly in the
Western bloc but not fully integrated into the North Atlantic Treaty Organization (NATO)
Alliance. France only recently moved to rejoin NATO’s military command. Despite internal
controversy that such a policy change would undermine France’s military and diplomatic
independence, NATO re-integration won a vote of confidence by the French Parliament
in March 2009. Prime Minister Frangois Fillon announced that, in exchange for returning
to the Alliance’s military command, France would “doubtless” be given a key command in
Norfolk, Virginia. “We want to take our place where the future of NATO is discussed,”
Fillon said.”"

Consistent with its strong Gaullist policy, France developed and produced its own mili-
tary platforms— often to specifications not necessarily compatible with NATO standards.
While France and the United States have a long and deep history of military coopera-
tion and coalition operations, they have not engaged in extensive defense trade. France was
highly dependent on U.S. military assistance and Foreign Military Sales (FMS) financing in
the early post-World War II era, but thereafter developed its own defense industrial base to
maintain a high degree of autonomy in defense matters and to strengthen its largely stated-
owned industry. As a result of this policy, today the United States and France have limited
defense product or company presence in each other’s markets. As discussed in Chapters 4
and 14, however, French ownership of U.S. defense firms and the French market position in
the United States have increased modestly in the last decade.

The French government, focused on maintaining its defense autonomy, has generally not
sought to achieve Transatlantic integration of defense markets. Overall, the French govern-
ment has not acted overtly to either facilitate or hinder the evolution of more Transatlantic
defense firms. In the past, the French government at times exerted some pressure behind the
scenes to discourage acquisitions or joint ventures with U.S. firms that it felt might bring
French industry too close to the U.S. orbit. In recent years, however, the French government
has not interfered as French firms increasingly sought to acquire holdings in the United
States. Still, several factors, including Franco-American geopolitical disputes and French
policies on third-country exports have over the years limited prospects for technology shar-
ing and more in-depth defense cooperation.

In recent years, France has shifted from its traditional Gaullist policy of National Auton-
omy to a neo-Gaullist policy of Strategic Autonomy centered on building a stronger European
defense capability. Under Strategic Autonomy, France seeks to ensure its ability to choose
where and when to operate militarily and its ability to operate independently if necessary.
But this policy does not mean all industry sources must be French; only a few select areas
must remain national (e.g., nuclear weapons capability). Strategic Autonomy is supported by

' Associated Press, March 17, 2009. Available at: http://www.cbc.ca/world/story/2009/03/17/sarkozy-nato-france.html.



308 ForTRrESSES AND ICEBERGS

an industrial policy of Competitive Autonomy wherein France establishes formal agreements
of mutual interdependence and supply security with European partner states for certain
defense capabilities, and will allow competitive bidding by other European firms within
this framework.

Consistent with this Euro-strategic thrust, French officials assert that it is time for the
European Union (EU) to strengthen its own technology and industrial base in order to
stand on a more equal footing with the United States. To implement this goal, France
will increasingly share its armaments acquisition resources, programs and industrial base
with European partners. The new French White Paper on Defence and National Security
of June 17, 2008, underscores and amplifies these trends. While reluctant to cede some
controls, France strongly supports the EU moves toward a more integrated EU defense
marketplace. The White Paper argues for a trans-European industry, the rationalization of
its underutilized capabilities (i.e., to eliminate duplication and promote efficiency) and the
creation of European centers of excellence. For the future, while the French government
turns increasingly to Europe, the French industry seeks very much to play three hands: the
French, EU and U.S. markets.

Another sustained pillar of French defense industrial policy is ownership matters. France
must know on whom it can rely for support (both strategic and economic) and refuses to risk
its national security by allowing firms motivated solely by financial considerations, or foreign
firms with different security interests, to steward its major defense companies. Since France
relies on arms exports not only to sustain its domestic industrial base but also as an instru-
ment of foreign policy, it also seeks to maintain export flexibility and avoid the need to get
permission from another nation to modity, deploy or export systems and/or technologies.

Consistent with this desire for freedom of operation, the French government is reluc-
tant to buy or employ U.S. International Traffic in Arms Regulations (ITAR) controlled
systems and technologies, and strongly prefers ITAR-free solutions unless no alternative is
available. Consistent with French government attitudes, French industry in practice seeks
work-arounds to I'TAR-controlled subsystems and components. French firms doing a con-
siderable business with the United States are more accommodating. As they seek to sell in
the U.S. market and meet U.S. customer demands, they are used to dealing with ITAR
restrictions. Overall, however, the implications of this French “I'TAR-free preference” for
U.S. defense trade with France are self-evident.

Historically, the French defense market has been difficult for U.S. firms to access; there
are few U.S. defense firms with significant activities or operations in France. In many ways
the French market is similar to the U.S. market—each side finds the other’s market some-
what challenging to penetrate.

A number of factors point to the possibility of improved U.S. market access in the future:
1) new leadership in France and the United States; 2) the resulting prospect of a closer U.S.-
France strategic relationship; and 3) changes in France’s defense acquisition policies—with
its shift to greater competition in order to promote better value solutions. However, to
enhance their access going forward, U.S. firms must play by the “rules of the road” well
known to U.S. commercial aerospace firms in France: 1) partner or team with strong local
French or European firms; 2) demonstrate strong stewardship by investing locally (e.g.,
through work share opportunities); 3) develop a presence and trust over time; and 4) work
to avoid reliance on I'TAR in product solutions and design choices.
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All this said, French President Nicolas Sarkozy’s return to full NATO participation cer-
tainly is a clear turn toward the United States, and an opportunity that the United States
should seize upon to improve our defense market relationship with one of the primary
European Allies with both the political will and capabilities to participate in coalition expe-
ditionary operations.

Market Background

A. France’s Changing Strategic Context and Military Strategy

France’s current strategic and defense posture is an outgrowth of the Gaullist policy
of strategic autonomy adopted during the Cold War. From 1958 on, France took steps to
reestablish itself as a world power, capable of its own defense, equal to other nations, and not
subordinate to another nation’s foreign and security policies.

General de Gaulle’s attitude to NATO, progressing from overt mistrust even
before 1958 to his decision in 1966 to withdraw French forces from the integrated
military structure, was part of his plan to provide France with an independent
defence policy..., while his relations with successive American governments
evolved, General de Gaulle judged it time for France to reclaim its independence:
the country was now in a position to act alone in Europe and worldwide, and
would develop “a nuclear force such that none shall dare attack us without fear of
suffering the most terrible injuries.””"

This independent posture at times created significant tension, and even conflict, with the
United States. The fracture between France and NATO has been a strong force in shap-
ing the U.S. and French relationship in defense matters to this day. Despite its withdrawal
from the integrated military organization, over the decades that followed France continued
to participate in and generally work cooperatively in other ways with NATO. France, like
its NATO and other European Allies, focused its Cold War military strategy on territorial
defense against Soviet attack. However, France also had to deal with expeditionary opera-
tions in former colonies, as well as ongoing bouts of domestic terrorism.

Toward the end of Cold War era, President Francois Mitterand, (1981-1995) began seek-
ing increased European integration and collective security policies. With the emergence
of the European Union and the Common Foreign and Security Policy (CFSP) in the 1992
Maastricht Treaty, France’s national security shifted to greater interdependence with its EU
partners.

The fall of the Soviet Union, the emergence of new missions replacing the Cold War
view, and budgetary pressures all worked to encourage downsizing and reconfiguration of
French forces. Under President Mitterand, a 1994 Livre Blanc (White Paper) laid out a strat-
egy to restructure the French military—although the strategy did not have the sweep or
effectiveness needed for a real transformation.

Thereafter, beginning in May 1995, new “neo-Gaullist” President Jacques Chirac began
some military reductions and post-Cold War transformations. To meet the stringent

* See Charles-De-Gaulle.org, DeGaulle and NATO section. Available at: http://charles-de-gaulle.org.
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finance commitments of the 1992 Maastricht Treaty, President Chirac undertook a “recast-
ing” of French military that reduced its size, capabilities and budget. Reportedly based on
the British military model, Chirac’s reforms began to transform the French military from
a defensive force focused on Europe to a rapid reaction force capable of “out of area” opera-
tions. To improve professionalism, Chirac instituted an all-voluntary military. Chirac was
also influenced by the perception that France had been humiliated in the 1991 Gulf War,
where the French contingent’s lack of combat power and interoperability with other Coali-
tion forces relegated it to a secondary role on a remote front.*”

The results of these changes were gradual and incremental, not rapid and bold. As several
French experts observed:

Though some steps have been taken to reorient French conventional forces
away from Continental war and toward an overseas projection, France’s military
equipment and capabilities remain the product of decisions made in the 1980s
and even 1970s—decisions that reflect both the traditional Gaullist strategy of
independence through nuclear deterrence and the assumption of a regular, sym-
metric enemy.’"

Post-September 11— New National Security Dynamics

Changes in the global and domestic security environment since the September 11 attacks
continue to drive the evolution of French defense policy away from its Gaullist autonomy
and toward greater interdependence. France has recognized the change in warfare away
from high intensity conventional threats to a range of low intensity and asymmetric threats,
including terrorism. As several French analysts noted:

There has been a shift from the need to plan for a “virtual” total war in Europe to the
need to fight real yet far more limited wars, often far afield. On another level, today’s
limited wars come in a wide variety of forms, from asymmetric wars like Iraq and
Afghanistan to hi-tech, coercive operations like NATO’s air campaign against Serbia in

1999. It is difficult to prepare for all forms at once.”

France has recognized that the growth of these wide-ranging threats far afield requires
increasing EU and international coordination, and are not missions for a single nation.

At home, the strains on the French economy, including high systemic unemployment,
stagnant economic growth and an extensive and unsustainable social welfare system have
created pressure to limit or reduce defense spending.”® With the increasing complexity and
cost of modern weapon systems and the high operations and maintenance (O&M) costs

* For more detail on post-Cold War policies of Presidents Mitterand and Chirac, see R. Tiersky, French Military
Reforms and Strategy, National Defense University, Institute for National Strategic Studies, November 1996.

# C. Chivvis and E. de Durand, Political and Strategic Consequences of the French White Paper, French Institute of Inter-
national Affairs, March 28, 2008. This article can be found at: http://www.brookings.edu/papers/2008/spring_
france_chivvis.aspx.

5 Chivvis and de Durand, Ibid.

*® Real French GDP increased 2.2 percent in 2006 but GDP growth in 2007 decreased to 1.9 percent and, according to
initial projections, will drop to 1.5 percent in 2008, according to the U.S. Department of Commerce. See U.S. Com-
mercial Service website on France. Available at: http://www.buyusa.gov/france/en/doingbusinessinfrance.html.
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associated with fielding and supporting expeditionary forces, France finds it increasingly
difficult to meet both its defense commitments and its defense modernization plans. With
little public support for significant defense spending increases, France simply cannot afford
a policy of strategic independence.

The “Livre Blanc”—A New Neo-Gaullist Defense and National Security Strategy

On June 17, 2008, President Sarkozy announced the findings of a 35-person Presiden-
tial Commission on the Livre Blanc (White Paper).”” The White Paper sets forth a new com-
prehensive security strategy that deploys a full spectrum of military and civilian tools to
address the range of risks France faces. This more holistic approach highlights the risks of
terrorism associated with radical jihadism that “aims directly at France and Europe.”" It
also recognizes that potential adversaries will use asymmetric warfare and exploit vulner-
abilities to the French homeland.

The White Paper sets forth key elements of French strategy, including the importance of
“knowledge” as the “first line of defense” to enable France’s strategic position and the con-
tinued importance of the French nuclear deterrent.”” Under the White Paper, intelligence
and information dominance are now essential military capabilities and homeland security is
now a major element of French defense strategy in the age of terrorism, cyber-attacks and
natural disasters.

The White Paper also highlights a regional sphere of interest—a “priority geographi-
cal axis” —from the Atlantic to the Mediterranean, the Arab-Persian Gulf and the Indian
Ocean.” The White Paper explains that this axis “corresponds to the areas where the risks
related to the strategic interests of France and Europe are the highest.””” Included in this
sphere of interest is Africa, and France seeks partnership with Africa in defense and security
in order to strengthen African peace-keeping capabilities.

Of most relevance here, a central “priority” of the new strategy is the “European
ambition.”* As it states, “[m]aking the European Union a major player in crisis manage-
ment and international security is one of the central tenets of our security policy.” In effect,
the White Paper sets forth a new Eurocentric national security strategy and changing force
structure to address the new range of threats. In effect, the new strategy confirms the
gradual changes underway since the last White Paper in 1994 and effectively adopts a neo-
Gaullist approach that focuses on maintaining an autonomous military capability—but
through the EU rather than on a go-it-alone national basis. Thus, if fully implemented,
the White Paper will move France from a national-independent strategy to a European-
interdependent defense strategy and supporting industry.

7 “New French White Paper on Defence and National Security,” June 17, 2008, Présidence de la République Fran-
caise (English language summary) at: http://www.ambafrance-uk.org/New-French-White-Paper-on-defence.
html?var_recherche=sarkozy %20speech%20livre%20blanc%20defense. The Livre Blanc may also be found in its
full French text as well as in the English summary form at: http://www.premier-ministre.gouv.fr/information/
les_dossiers_actualites_19/livre_blanc_sur_defense_875/.

™ Thid., p. 5.

* Tbid., pp. 5-6.
2 Ihid., p. 6.

! Thid.

2 Ihid,, p. 7.
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Figure 58 French Defense Budget, 1999-2008 (Billions of Euros—€)
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Source: Fondation pour le Recherche Strategique, Paris, France.

French Military Spending and Forces Today

Consistent with its Gaullist approach, France developed a full-spectrum force across all
mission areas in sea, air and ground—today sustained by the largest all-volunteer military
force on the European continent. Under the 2008 White Paper, the French forces, which
today consist of some 320,000 volunteers, will be cut by 54,000 (with most of the cuts com-
ing from support and administrative staff, and effected largely through non-replacement of
retirees).””’

The 2007 French Defense Budget was about €35 billion (about $50 billion) overall, and
about $40 billion excluding pensions. The White Paper also calls for sustained and eventu-
ally increased defense spending as well as a refocusing of resources.

From 1992 to 2000, the French Defense Budget declined by approximately 3.7 percent
per annum (see Figure 58). However, since 2001 its defense spending has risen by 23.5 per-
cent—in part to help fund international deployments, as discussed below.

In Europe, France is second only to the UK in defense spending. Both France and the
UK each spend nearly 2.5 percent of gross domestic product on defense overall as compared

¥ Unless otherwise noted, French MoD and military force size and deployment numbers are from the French Embassy
in the United States augmented by information from the French MoD website, and generally reflect 2007 figures.
Available at: http:/france.usembassy.gov/. However, these figures cannot be compared on an “apples to apples”
basis with the U.S. military because 28 percent of French defense forces are composed of the Gendarmerie—a para-
military national police force under the control of the Ministry of Defense. While some gendarmes are focused on
internal threat-oriented activities such as anti-terrorism and even deploy abroad for force protection services, most
provide police functions in various localities.
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to about 4 percent in the United States. However, if one excludes pensions and the cost of
the gendarmerie, France spends about 1.7 percent on its defense forces.””* Together France
and the UK account for nearly 60 percent of European defense spending, and upwards of
60 percent of turnover for European defense firms.”’ France and the UK also account for
roughly 70-75 percent of European-wide research and development (R&D) spending.

The White Paper calls for sustained and eventually increased defense spending as well as
a refocusing of resources. In introducing the White Paper, President Sarkozy promised that
the current defense budget would not be cut and would start to rise in 2012 (including an
increase of more than 20 percent in the equipment budget). In fact, on October 29, 2008, the
French government announced it would increase military spending by an average of $1.8
billion a year as part of an effort to:

[flield a trimmer but better-equipped army to safeguard France’s role in world
affairs. The defense planning law, which the government’s parliamentary major-
ity is likely to pass unaltered, provided for $230 billion through 2014. It listed
as priority expenditures the launching of reconnaissance satellites, increasing
by 700 the number of intelligence agents and buying anti-missile alert systems.
In deference to the economic slowdown, however, it mandated holding firm on
expenditures for the first three years and then piling the increases into the last
two years.m

Following through on this budget increase may prove challenging, given France’s other
fiscal needs (exacerbated by the current recession). Given the EU’s Stability and Growth
Pact, which limits member countries’ budget deficits, France’s defense spending can rise
only at the expense of other French budget priorities or increased taxes. This makes the
move toward European cooperation in programs and operations an increasing imperative.

From a restructuring standpoint, the White Paper also upgrades the spending and prior-
ity for transformation of forces for network-centric warfare and intelligence, surveillance
and reconnaissance (ISR). Notably, it calls for doubling the intelligence budget for new
satellites, drones and other surveillance equipment.

French Global Commitments

Consistent with the changing threat profile, France today has nearly 36,000 French
troops deployed in a range of stabilization and humanitarian missions—under United
Nations (UN), NATO and EU mandates. Its forces are engaged in coalition operations
in Afghanistan, the Balkans, Lebanon and Africa, where it has longstanding interests and
influence in its former colonies. This latter will likely be of interest to the U.S. government

#* The French defense budget is therefore closer to a “national security budget”; to arrive at an analogous figure for
the United States, one would have to add the budgets of the FBI, the Department of Homeland Security, and the
nuclear operations of the Department of Energy to the budget of the Department of Defense.

** France’s spending compares favorably with the non-U.S. NATO nation level of about 1.74 percent, but it is sub-
stantially less than U.S. spending, which is now at about 4 percent of GDP. European nations’ defense spending
data can be found in many sources, including data publicly released by each nation. Compiled data is at Stockholm
International Peace Research Institute (SIPRI), Wikipedia and several other web sources.

# Edward Cody, Washington Post Foreign Service, Oct. 30, 2008; Page A18. Available at: http://www.washington-
post.com/wp-dyn/content/article/2008/10/29/AR2008102902589.html.
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agencies involved in the nascent U.S. African Command(AFRICOM), as it builds partner-
ships, interagency and international, to support its mission.

France also views itself as a strong U.S. deployment partner. There are about 7,600 French
troops in the Caribbean and Guyana, with the U.S. Joint Inter-Agency Task Force South,
countering drug trafficking. There are 10,000 French forces in the Pacific region and
Southern Indian Ocean helping to control sea lanes— notably attached to Task Force 150.%”

France also has announced it will increase its troop presence in Afghanistan (from current
levels of 1,500 to 2,000) to support both the NATO International Security Assistance Force
and the American-led Operation Enduring Freedom. This increase, coming after months of
U.S. encouragement, is unpopular with the French public.””® Hence, President Sarkozy’s
decision reflects a clear intent to develop closer relations with the United States. As he said:

We the French want to strengthen our Euro-Atlantic community because it is
built on shared values, democratic principles, human rights... Afghanistan is a
strategic issue for international security. It’s [a] central issue for relations between
Islam and the West.... It’s essential for the alliance.”’

Sarkozy’s decision to augment troops in Afghanistan received further public criticism
after 10 French troops were killed and 21 wounded in a Taliban ambush on August 19, 2008.
Recognizing the sensitivity of these losses, President Sarkozy personally went to Kabul to
bring home the bodies and held a special memorial service for the families at the Elysée
Palace on August 21, 2008.” Yet Sarkozy has continued to support enhanced Afghanistan
engagement since that time.

B. The Evolving Franco-American Relationship

The Franco-American relationship has been complex. On the one hand, the United
States and France are longstanding allies with congruent interests, and work together on a
broad range of geopolitical, trade and security issues.”’ On the other hand, a central thrust
of Gaullism in both its traditional and Eurocentric permutations has been autonomy and
independence from the United States. This has led to periodic bouts of cool relations and
sharp differences on core foreign policy issues, including most notably the U.S.-French
divide during the Bush Administration over the 2003 invasion of Iraq.”” In general, U.S.

7 Force deployment information is from the French Embassy to the U.S. website and so is only as current as the
posted information.

¥ An April 5, 2008 posting on the World Socialist Web Site reports on French polls that show 68 percent of the
French public disapproves of the Afghan Deployment. Available at: http://www.wsws.org/articles/2008/apr2008/
fran-a05.shtml.

** “Bush calls Sarkozy the ‘French Elvis’ after France announces it WILL send more troops to Afghanistan,” Mail
Online (April 3, 2008). Available at: http://www.dailymail.co.uk/news/article-555748/Bush-calls-Sarkozy-French-
Elvis-France-announces-WILL-send-troops-afghanistan.html.

»" BBC News, Aug. 19, 2008. See http://news.bbc.co.uk/2/hi/south_asia/7569942.stm.

#1'U.S. Commercial Service website, Executive Summary on France, U.S. Department of Commerce. Available at:
http://www.buyusa.gov/france/en/doingbusinessinfrance.html.

232

It should be noted, though, that even as public relations between the two countries deteriorated, cooperation in
intelligence and counter-terrorism activities became much closer and more extensive—a reflection of the ambiva-
lence that has long characterized the relations between the United States and France.
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and French defense establishments and military forces have had a more cooperative rela-
tionship than do the politicians.

The election of President Sarkozy in 2007 has led to the tangible prospect of closer
Franco-American alignment and engagement. Sarkozy opened this door carefully when, on
his election victory, he said “I’d like to appeal to our American friends to say that they can
count on our friendship... But I would also like to say that friendship means accepting that
your friends don’t necessarily see eye to eye with you.”*”

In the latest positive step in this relationship, the new White Paper—and Sarkozy’s plans
to implement it—will bring France back fully into the NAT O integrated command structure,
albeit with two clear caveats: 1) French soldiers will not be permanently assigned under other
nations’ military commanders; and 2) France will continue its independent nuclear deter-
rence policy.”** Despite these caveats, the new attitude reflected in the White Paper marks a
major sea change in French policy and opens the door for a closer bilateral relationship.

U.S.-France Defense Trade and Industrial Cooperation:
A Record of Limited Participation

Not surprisingly, the United States and France have had limited engagement in defense
trade and industrial cooperation (both in absolute terms and relative to either country’s rela-
tionship with other mutual allies). The trade flow among France, other European nations and
the United States is described in detail in Chapter 4. This is consistent with the longstanding
French autonomy in defense and resulting French preferences for national and increasingly
European solutions. The legal frameworks for defense cooperation in place are more limited
than with other allies; the United States has established few cooperative programs with
France;”” and there are relatively low levels of defense trade compared to other allies.

Legal Frameworks for Defense Industrial Cooperation

On May 22,1978, the U.S. Department of Defense (DoD) and French Ministry of Defense
(MoD) entered into a Procurement Memorandum of Understanding (MOU), which has
been renewed continuously since that time. The MOU provides, in principle, that U.S.
firms are afforded access into the French defense markets and treated no less favorably than
are domestic firms (and provides reciprocal treatment in the United States for French firms).
As reflected below, however, the reality of access to each other’s markets is more complex.

More recently, the DoD has entered into Declarations of Principles (DoPs), which are
non-binding bilateral agreements on reciprocity and cooperation on defense export, supply
and industry, with the MoDs of all countries in the LOI 6 nations—the largest defense
producers in Europe—with the exception of France. The United States based its willing-
ness to enter into DoPs—thereby signaling deepened defense industrial cooperation—on

¥ J. Anderson and M. Moore, Washington Post Foreign Service, May 7, 2007.
#* French Livre Blanc, English Summary, op. cit.

¥ To some extent, the limits on defense cooperation between the United States and France put the military forces of
both sides in opposition to their political and civil service leaders. French and U.S. military and service representa-
tives both reported a strong desire for closer cooperation for a wide range of reasons, but suggest opposition from
political and bureaucratic interests that made such cooperation extremely difficult at the present time. Despite this,
a number of low-level initiatives are being pursued to open up new areas and modalities of cooperative development,
particularly in armaments development and technology exchange.
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a country’s approach to the so-called “Five Pillars of Compatibility and Confidence” — that
is, five factors that describe the willingness of the United States to engage in deepened
defense industrial relationships with other countries: 1) export controls commonality and
reciprocity; 2) industrial security commonality and reciprocity; 3) intelligence cooperation;
4) law enforcement cooperation; and 5) guaranteed reciprocity of access to defense markets.

Over the years since the first DoPs were signed in 2000, France has sought a similar agree-
ment, and the United States and France have had periodic dialogues on broadening coop-
eration. However, the DoD has been reluctant to commit to a similar agreement because
a lack of policy congruence in the “Five Pillars” policy areas. Specifically, in addition to
periodic clashes over major policy issues (witness Iraq), the United States has been con-
cerned over the French approach to third-country exports (where France has been viewed
by the United States as more permissive in regard to sales to certain countries such as Iran
and China) and industrial security (where there have been longstanding U.S. concerns over
alleged French industrial espionage).

In June 2007, as Franco-American relations improved, the United States and France
entered into a Joint Statement of Intent on Armaments Cooperation. Signed by the senior
acquisition officials of each country, this Joint Statement outlined areas for broadened coop-
eration in research, development and testing and the intent to meet regularly to encourage
more congruence in projects and interoperability. The statement did not outline specific
programs or spending that would result, but established a process and commitment for
follow-on milestones and specific activities to be developed over time. While less forward-
leaning than a DoP, this agreement signals the prospect of closer ties and a better environ-
ment for defense industrial cooperation in the future—especially as France realigns its
policy in key areas.

French government and industry officials interviewed all expressed a desire for a stronger
agreement to allow more technology sharing, one such as the U.S.-UK treaty on defense
currently pending before Congress. Further, an informal proposal was made to the United
States to consider either a trilateral U.S.-UK-FR arrangement in specific defense areas (e.g.,
aircraft carriers), or a defense export agreement that, given the increase in multinational
joint ventures, would ease third-party transfer issues among NATO partners. The French
felt this type of arrangement would open markets both ways and strengthen defense ties.
In the end, the degree of closer defense industrial cooperation will be heavily dependent on
changes in French policy and practices in the “Five Pillars” policy areas noted above and the
American perceptions of such changes.

Cooperative Programs. Historically, there has been little noteworthy joint or cooperative
armaments development between France and the United States. France is not a participant
in the Joint Strike Fighter program and there are no other major bilateral cooperative pro-
grams ongoing with the United States (although French firms do participate in NATO
programs). There is some chance that the United States and France may participate in a satel-
lite-based security network focused on Eastern Africa, an area of concern for piracy and illegal
arms flow. This would fit within the Joint Statement topics of cooperation outlined above.

While there are a number of private cooperative Franco-American defense industrial
ventures, they are few and far between. Most notable are the following:

* GE/SAFRAN (former GE/SNECMA) CFM 56. The well-known GE engine
joint venture operation located in France has been a huge success for nearly four
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decades: the firms have sold more than 18,000 engines. This is a model based on
localized selling and modifications of products that are based on core commercial
engine products of GE. The number one end-user in the United States is the U.S.
Air Force, followed internationally by Boeing. Airbus purchases are nearly equal to
Boeing’s.

* ThalesRaytheon Systems, Ltd. This joint venture, begun in the late 1990s and
finalized in December 2000, is a strategic effort designed to promote cross-market-
ing of their radar and command and control products. Despite initial start-up dif-
ficulties, cultural differences and different market dynamics in the two countries,
the parties indicate that the venture has been successful. Among the programs in
which it has a role are: the Active Layered Theater Ballistic Missile Defense System;
the MPQ-64 Ground-Based Sensor; the Battle Control System-Fixed (BCS-F);
the German Improved Air Defense System; the Mobile Multifunctional Modular
Radar (M3R); the TRS-2630 Gerfaut Radar; and the Sentry Air Defense System.

Limited U.S. Sales and Market Presence. France has historically bought few defense
platforms/systems or major subsystems from the United States and, as a consequence, U.S.
defense firms have limited on-the-ground presence in France. Thus, the total U.S. defense
trade with France (based on U.S. government data and French MoD data on imports and
exports) was only on the order of $2.6 billion for the years 2002-2006 (see Figure 59). In
contrast, U.S. defense trade flow with the UK was approximately $18.4 billion for the same
period. Among the smaller European countries, trade flow with Germany was $11 billion;
with Italy, $4.4 billion; with Sweden, $2.1 billion; and with Poland, more than $4.5 billion.
See Figures 37 to 42 in Chapter 4 for a comparison of defense trade flow among the Euro-
pean countries analyzed under this study.

236

According to French Délégation Générale pour IArmement (DGA)™* and industry officials,
the French typically buy U.S. products when: 1) the U.S. offers an off-the-shelf (non-devel-
opmental) or especially attractive technology solution that could not be found in Europe; or
2) the product is needed for compatibility for NATO or other shared U.S./European opera-
tions. These categories include the U.S. E-2C Hawkeye and the E-3F airborne warning and
control system surveillance aircraft. Two of the former were purchased in 1995, followed
by orders for more advanced E-2 Hawkeye 2000 aircraft in April 1999 —all operated from
the French aircraft carrier Charles de Gaulle. France also purchased four E-3s from Boeing
between 1987 and 1991 to support the Armée de I'Air. The French military has progres-
sively upgraded these aircraft, in both cases relying almost exclusively on the U.S. prime
contractor.

In general, as observed by French DGA officials, the French buy more in defense goods
from European partners than they buy from the United States. The United States consis-
tently sells more defense goods to France than France does to the United States—although
the gap has closed in recent years.

However, the critical point is the small volume of trade in either direction— typically less than
$500 million per annum. This stands in contrast to the relatively high volume of trade
between the United States and UK, with UK sales to the United States averaging $1 bil-

* The Délégation Générale pour PArmement (DGA) of the French Ministry of Defense is the organization responsible
for MoD acquisition policies and oversight. Details on the DGA, its mission and programs, may be found at http://
www.defense.gouv.fr/dga.
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Figure 59 U.S.-France Defense Trade Flow (Millions of Dollars—$)
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FMS Sales to France 206.1 276.0 98.9 69.2 42.7 47.0
Commercial Sales to France 12.6 18.9 126.9 393.5 3471 4371
Total U.S. Exports 218.7 294.9 225.8 462.7 389.8 4841
French Exports to U.S. 68.5 79.3 112.1 319.4 338.1 409.2

Source: DSCA and French Export Control Reports.

lion a year, and the U.S. sales to the UK averaging some $2-3 billion. The fact is the United
States and France do not presently have a high level of bilateral defense trade despite a very
robust overall trade relationship with large trade flows in both directions and an ongoing
French trade surplus in the wider economy (see Figure 60).

Platforms/Systems. Large U.S. defense primes have sold few platforms to France and,
hence, have little or no permanent on-the-ground presence in France. Most large U.S.
defense firms do not even have permanent employees in the country. Rather, they use local
representatives to work on specific engagement opportunities and perform market monitor-
ing (e.g., Lockheed Martin, Raytheon and Northrop Grumman). Boeing probably has the
most presence, with a business office in Paris and employees in various French locations;
it also has a small permanent staff assigned to defense. Boeing’s French operations support
its platform presence, which is mostly in commercial aerospace products but also includes
some military platforms. Boeing also works to build relations and market reach in France
via strategic buying of components for their commercial systems. Boeing sources roughly
some few billion dollars a year in components from France.

Overall, the limited and mostly legacy U.S. platform presence in France is as follows:
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Figure 60 Total U.S.-France Balance of Trade, 2001-2007 (Billions of Dollars-$)
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Source: U.S. Census Bureau, Foreign Trade Division.

* Military— France operates fourteen KC-135s Stratotankers, four E-3F AWACS,
and three E-2C Hawkeye AEW aircraft—all sold years ago (more than 40 in the
case of the KC-135s). Boeing has not had a significant military platform sale in
roughly 20 years. Northrop Grumman has not sold a new aircraft to France since the
late 1990s (though there is the potential for follow-on E-2 orders depending on the
continuation of the second French aircraft carrier). Both Northrop and Boeing have
won major modification or upgrade programs for the E-2 and E-3, usually awarded
on a sole source basis. Boeing is also working in business development in several
new military product areas, principally via strategic teaming with French firms.

* Commercial —Air France owns Boeing 777 airliners, which Boeing supports in
extensive modification and upgrade programs.

Smaller Systems, Subsystems and Components. With few exceptions (e.g., Rockwell
Collins, as discussed below) U.S. firms providing smaller systems, subsystems and compo-
nents are generally selling in the French market via agents and by specific opportunity, and
do not have long-term presence or operating locations there. Firms selling subsystems, com-
ponents and materials are generally selling to European primes or lead firms directly, and
not to the MoD. While there are few contracts for large purchases such as platforms, U.S.
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firms have had somewhat more success in subtier markets, particularly where products are
commercial or dual-use or address a special technology niche. The following are examples:

* Raytheon has sold some missile systems/munitions in France over the years, includ-
ing Paveway (formerly Texas Instruments) laser-guided bombs sold throughout the
1990s over seven contracts. Raytheon has been actively marketing a tactical missile
product for an upcoming French MoD requirement. Raytheon has representatives
working in France to assess and guide Raytheon opportunities or products there,
but does not have any operating locations or facilities in France.

* A Lockheed Martin-Raytheon team was awarded a contract for AGM-114 Hell-
fire II anti-tank missiles for use with France’s forty Eurocopter Tiger attack heli-
copters. DGA selected Hellfire in June 2007, in large part because of the failure of
the multinational Euromissile TriGAT-LR originally proposed for the Tiger.

* A Lockheed Martin-Raytheon team is marketing the Javelin anti-tank missile for
use by France’s ground forces. DGA is running a competition between Javelin, the
Rafael EuroSpike (Israel), and the MBDA Milan-ER (France). The final decision
has been postponed, but is currently anticipated in 2009.

* Rockwell Collins has won several competitions in France. Where possible, Rock-
well has bid with products that are dual-use and customized for Europe (i.e., that
had no I'TAR components in order to avoid I'TAR as a market access barrier). Thus,
Rockwell provides several products for the A400M, all bid through various branches
of European Aeronautical, Defence and Space Company (EADS). Rockwell also
won a competition against Thales for a 1 MW Very Low Frequency radio for sub-
marine transmission because they had an “attractive technology nugget” at a good
price. Given its level of business, Rockwell Collins France SA has a robust presence
with 645 people and €143 million in sales in France. The firm maintains a French
headquarters at Toulouse-Blagnac (the location of Airbus Industries), which includes
some technical support and manufacturing. Rockwell also has three other technical
sites in France, mainly for product servicing, customer support and marketing.””’

* Alcoa has significant sales in France in forgings, in castings and in other material-
based products (e.g., alloys) for aerospace. Alcoa is a partner to Airbus on the A380,
and has 2 operating locations and 13 offices throughout France.

*7 Detailed information quoted on Rockwell Collins is from their Rockwell Collins France website; see http:/www.
rockwellcollins.com/about/locations/france/index.html.
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I1. The French Defense Market: Supply and Demand Dynamics

The degree of U.S. engagement in French defense markets in the future will in large
measure be a function of the evolving Franco-American geopolitical relationship, the
French impulses toward Eurocentrism, and the dynamics of the French defense market
itself. Thus, it is important to understand market access for U.S. firms in the context of the
evolving supply-and-demand trends in France set forth below.

A. Evolution of French Defense Industry: Independence and the
European Paradox

France is the nation that most strongly underlines the national interest of a strong defense
industry. At the same time, it is the European Nation that most strongly bas incorpo-
rated strategic parts of its defense industry into sharved European Structures.... This
duality is to some non-French analysts seen as a paradox.”

Because of its longstanding policy of strategic independence, France developed a full-
spectrum defense industry, producing platforms in many capabilities areas—aircraft, ships,
submarines, C4ISR (command, control, communications, computers, intelligence, surveil-
lance and reconnaissance), ground armored vehicles, and importantly for France, in nuclear
capabilities and space and ballistic missiles. France’s long history of innovation in engineer-
ing and science has also resulted in a strong defense technology base in electronics, aviation,
software, optics, nuclear engineering and many other areas. With its breadth of sectors,
France did not have one national champion, but numerous national firms serving its various
needs. The French state historically always played a controlling role in this industry, own-
ing all or a good share in its defense firms (termed “golden shares” by industry officials). To
quote European analyst Martin Lundmark, “the central role of the [French] state in shaping
the defense industry has never been questioned.””’

By the mid-1990s, France effectively pursued a three-part industrial strategy to meet its
national security needs. First, given its industrial strength and breadth, during the Cold
War and into the 1990s, France pursued the development and production of many of its
own national platforms (e.g., the Rafale Multi-Role Combat fighter, the Charles de Gaulle
aircraft carrier, the Exocet missile, and the Leclerc Main Battle Tank). Second, during the
post-Cold War era—particularly given post-Maastricht budget realities— President Chi-
rac began to move away from “100 percent reliance” on French industry by participating in
several European multinational programs and operations, notably in the very expensive area
of space and in areas where France saw an advantageous bilateral opportunity for coopera-
tive development (e.g., the 1988 launch of the French/German Tiger Helicopter develop-
ment program). Finally, throughout the 1980s and 1990s, the French state has had a strong
defense export policy that helped foster defense sales and political influence beyond national
boundaries (except in the nuclear and other sensitive areas).

#¥ Martin Lundmark, Executive Summary, 7o Be or Not To Be, The Integration and the Non-Integration of the French
Defense Industry, July 2004, The FIND program, Defense Analysis Stockholm, based on research Mr. Lundmark
performed at Fondation pour la Recherche Stratégique, Paris. Available to: http://www.frstrategie.org/test/barreCom-
petences/DEFind/politiquesIndustrielles.php

7 M. Lundmark, Ibid.
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French Defense Industrial Consolidation in the Late 1990s

The 1990s post-Cold War decline in defense budgets in France and Europe more gener-
ally, with EU nations down more than 20 percent in the same period,” resulted in the con-
solidation, downsizing and partial privatization of the French defense industry. (See Figure
58 for French budget declines.)

For example, the employment base of Direction des Constructions Navales Services(DCNS),™

the state-owned naval shipyard, declined from 20,000 in 1997 to only 12,500 in 2005; simi-
larly, the combat vehicle firm Nexter (formerly GIAT) declined from 10,000 employees in
1998 to under 2,500 today.** Decreased demand and a shrinking program portfolio also
drove the consolidation of the larger French and other European national aerospace and
defense firms across national boundaries—notably Thales, EADS, MBDA, and later the
SAFRAN Group (formed by a combination of Sagem and Snecma).

French Industry Today: Continued Consolidation, Downsizing and
Reshaping’*

Today, France still retains some of the broadest defense industrial capabilities within
Europe, with a leadership role in core sectors (electronics, space and missiles) and strong
capabilities in other areas (aeronautics and naval).”**

The French defense industry had turnover of €14.6 billion in 2005 (€10.8 billion for
national needs, €3.8 billion for export delivery),* employing about 165,000 people in
France.”* These numbers represent thousands of firms, large and small, operating in every
sector of defense.

As domestic defense spending declined or became flat, French industry has had to become
more export-oriented, as shown in Figures 61 and 62. Specifically, during the period 1996-2005,
armament export represented around 30 percent of French defense industry turnover.””
French armament material orders for export were €5.8 billion in 2006, up from €4.2 billion
in 2005.**

" F. Heisbourg, H. Masson, M. Lundmark, et al., Prospects on the European Defense Industry, Defense Analysis Insti-
tute, Athens Greece (2003), in cooperation with the Fondation pour la Recherche Stratégique, Paris, and the German
Institute for International and Security Affairs..

* The firm was formerly known as Directions des Constructions Navales (DCN).

242

C. Paulin, French Defense Industry: at a Crossroads, Part 2, Fondation pour la Recherche Stratégique, 2007.

* The Fondation pour la Recherche Stratégique has published a number of reports and essays that describe all aspects of
the consolidation of the French industry and implications of closer European industry integration. English lan-
guage versions of several of these are on the FRS website. Available at: http:/www.frstrategie.org.

** DGA Briefing on “Defense Industrial Policy” (unpublished).
" SGA, Annuaire statistique de la défense 2007-2008.

% Note this turnover number does not represent global sales or employees of all French located firms operating in
various nations; e.g., this includes the portion of EADS operating in France. The global revenues of major French
firms are set forth in the text below.

* Export data provided by French MoD DGA/D4S. This percentage is also reflected in the annual public DGA
report. Available at: http://www.defense.gouv.fr/dga.

* French MoD, Report to the French Parliament regarding defense equipment exports in 2006, Point of contact Monsieur
Patrick Blanc-Brude.
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Figure 61 French Armament Material Orders for Export (Billions of Euros—€)
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Figure 62 French Defense Industry Sales, 1996-2005 (Billions of Euros—£)
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The reshaping of the industry has had a number of significant consequences. First, the
increasing privatization of French firms— the reduction of a French state role and their par-
ticipation in public capital markets—has led to larger French firms with better capabilities
to compete internationally—including in the U.S. defense market.

Second, the French firms interviewed by this study team expressed an energetic desire
and plan to expand their presence in the U.S. defense and security markets. As global firms,
they see this strong U.S. presence as absolutely essential. The French government, focused
on maintaining its defense autonomy, has generally not sought to achieve Transatlantic
integration of defense markets or acted overtly either to facilitate or hinder the evolution
of more Transatlantic defense firms. Rather, when the French government has acted in the
past, it has been to use its influence to champion defense industry consolidation within
France itself, e.g., forming today’s Thales, EADS and SAFRAN. In the past the French
government at times exerted some behind-the-scenes pressure to discourage acquisitions or
joint ventures with U.S. firms that it felt might lead French industry too close to the U.S.
orbit. However, in recent years the French government has not interfered as French defense
firms have modestly increased their U.S. holdings.

Notwithstanding the downsizing, there remain a number of sectors where there is insuf-
ficient national demand to support the current domestic industrial capabilities and further
consolidation is needed. The low volume of purchases, declining program needs and other
factors are creating a supply-and-demand imbalance. The DGA recognizes that it faces a
risk of gradual decline in these sectors and understands the need for some adjustment.

The Shift Toward European Defense Cooperation and a More “European”
Industry

The economics of defense in Europe—shrinking budgets, growing weapons systems
costs and consolidating firms— has increasingly led to more cooperative European defense
projects and programs where developments can be shared and sales can be more wide-
spread. Joint ventures and joint projects, coupled with the pan-European industry con-
solidation, are forming an increasingly shared European defense technology and industrial
base (D'TIB)—albeit with a long way to go to become fully integrated.

Consistent with its growing focus on European defense, France has actively invested
in many European joint projects and developments. France and other European govern-
ments have taken actions to foster these developments and European firms have increas-
ingly formed joint ventures and other types of collaboration. For example, one major French
firm estimates it has about 17,000 employees involved in joint ventures today.

Today, the growing role of European cooperative programs is clear. France is a leader
in cooperative engagement within Europe—with the largest spending on cooperative pro-
grams of any country studied in recent years. A snapshot of the French procurement and
R&D budgets shows some 65 percent in national programs, 31 percent in European coop-
erative programs, and the remainder divided between U.S. and other countries. The data is
supported by interviews with French-based firms that estimated about 30 percent of their
program base is European cooperative (France plus one or more European partners). Of
the six major programs under OCCAR (Organization for Joint Armament Cooperation)
oversight today, France is a key partner in five of them. These include:
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* A400M Transport Aircraft (Germany, Spain, Turkey, Belgium and Luxembourg)
* FREMM European Multi-Mission Frigate (Italy)

COBRA Counter Battery/Missile Radar (UK, Germany and Turkey)

* FSAF Shipboard Surface to Air Missile (Italy and UK)

* TIGER Attack Helicopter (Germany and Spain)

French cooperation with European partners extends beyond development or production
programs. France and the UK signed an agreement in early 2008 to share R&D costs for
future modular missiles and they are currently discussing sharing carriers between their
Navies (i.e., making carrier air groups interoperable so that British aircraft can fly from
French carriers and vice versa). Further, in recent years, France has also emphasized coop-
erative technology demonstrators with European partners, including areas such as radar,
optics, unmanned aerial vehicles (UAVs), and chemical-biological defense. Approximately
15 percent of French research and technology funds today are applied to such international
or cooperative projects.

France has been one of the most aggressively “pro-EU” nations. It has had a leadership
role in promoting the creation of an overall EU defense identity and the European Defence
Agency (EDA). France also has been supportive of strengthening the EU’s role in creating
a European, as distinct from national, defense procurement system.

Additionally, the French government has helped orchestrate and support intra-European
transactions—notably the creation of EADS from leading German, French and Spanish
firms. This approach is consistent with the French view that these consolidations allow
security autonomy and create stronger firms from a technological and financial standpoint
that can better compete with American defense firms.””

The recent French White Paper confirms and accelerates this Europeanization trend. It
states that the defense industry “must be European” and that “individual European coun-
tries can no longer master every technology and capability at national level.””” Consistent
with this goal, it calls for the restructuring of the European defense industry. While France
has increasingly placed some of its scarce defense resources into European cooperative or
joint programs, the question still remains of how far France will go in sending resources
and jobs out of national boundaries and into neighboring EU Member States. Analysts fre-
quently note that France is concerned about the potential that the EU’s growing authority
may conflict with national goals.

* Frangois Lureau, former Chief Executive of DGA, French MoD, Speech to the Royal United Services Institute for
Defence and Security Studies (RUSI), London, Nov. 19, 2004 (“[ T]he complexity of our defence system makes it
essential for companies to be able to embrace the whole scope of technologies and to be of a financial strength large
enough to contract with governments on large systems.”). Monsieur Lureau was succeeded as Chief Executive by
Laurent Collet-Billon on June 28, 2008.

* French White Paper, Ibid., p. 7.
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Principal French Defense Firms

Table 28 French Defense Companies in Global Top 100

Defense Revenues Total Revenues

Global (Billions of (Billions of

Company Name Rank Dollars-$) Dollars-$)  Main Business Areas

EADS* 7 12.24 57.60 Aircraft; Space; Communications; Electronics;
Ground Combat Systems; C4l

Thales Group 11 7.25 18.60 Electronics; Communications; Information
Technology

DCNS 18 4.16 4.16 Shipbuilding

SAFRAN 22 3.16 17.70 Aerospace Propulsion

Dassault Aviation 28 2.53 5.89 Combat Aircraft

*EADS is a multinational consortium headquartered in the Netherlands but has a substantial French presence,
and is considered by many to be mainly a French company.

Source: Defense News Top 100 Rankings for 2007 and Groupe SNPE.”"

As shown in Table 28, three of the five largest defense firms operating in France—EADS,
Thales, and SAFRAN — have global sales and operations and were formed through consoli-
dations over the past decade.

Thales. Consolidation has built Thales into a multisector, multicountry player and one
of the largest defense firms in France and in the world, with an estimated €14 billion in
turnover in 2008. Thales considers itself a multidomestic firm (not solely a “French” firm),
as about half of its 68,000 employees are in 13 nations outside France. Of course, the largest
concentration of Thales employees (roughly 35,000) is still in France. But ten years ago 100
percent of Thales employees were in France. Thales’ business is roughly 50 percent defense,
25 percent civil aerospace and 25 percent security. Because Thales has approximately 3,000
employees (including joint ventures) in the United States and considers the United States a
critical market, it values highly its relationships, product and technology access with U.S.
defense customers and industry. The French state continues to hold a golden share in Tha-
les, and the “public sector” owns 27.3 percent (this concept of public sector ownership is not
technically state ownership but does not exist in the United States).

EADS. The largest global defense firm operating in France, European Aeronautical,
Defence and Space Company (EADS) has a core presence in four European countries: Ger-
many, France, the UK and Spain. EADS worldwide had €39 billion in sales in 2007, and
116,000 employees (about 44,500 in France). EADS had upwards of €10 billion in defense
sales in 2007 (if relevant aspects of A400M military transport and space are included). About
50 percent of EADS defense work is located in Germany, making the German government
more often a customer of EADS than of Thales. But since EADS is the parent company
of Airbus, a large portion of its aerospace sales and aerospace work is carried out in France
(note also that EADS is 100 percent owner of Eurocopter). EADS has about 17,000 employ-

*' Le GROUPE SNPE. Available at: http://www.snpe.fr/fr/groupe/index.html.



Accessing the French Defense Market 327

ees in the UK, of which 12,000 are also in civil aerospace. The French government owner-
ship fractions of EADS are complex and are outlined in detail in the discussion on Govern-
ment Ownership under III. Evaluation of Market Access Metrics later in this chapter, and
in Table 30.

SAFRAN. Created through the merger of Sagem and SNECMA, SAFRAN is a global
firm with €12 billion in sales in 2007 and 57,000 employees (mostly in France). Half of its
sales are in aerospace and defense propulsion (former Snecma aerospace), and 50 percent
of those propulsion sales are in Europe and about 30 percent are in North America. The
French State owns 35 percent of SAFRAN, and there is 7.4 percent public sector ownership.

Dassault Aviation, the fourth largest firm also has global sales (€4 billion, 2007). Its pri-
mary business is military aircraft and executive jets, UAVs, and some space work. Dassault
has a U.S. operating arm in Falcon Jet, a commercial business jet business. It is privately held
(ownership is 50.55 percent by Groupe Industriel M. Dassault, 46.3 percent EADS and 3.15
percent free float) but has not participated notably in the consolidation.

More national-centric firms: Nexter, DCNS and SNPE. The French ground vehicle,
naval and nuclear sectors remain more national in character—that is, not as consolidated
with other sector capabilities and subject to more state control. These French firms still have
large or full national ownership stakes: DCNS (Naval), which is 75 percent state-owned,
and Nexter (former-GIAT, ground vehicles and ammunition) and SNPE (energetic materi-
als, chemicals), which both are essentially 100 percent state-owned. SNPE has been in the
process of selling its business units, effectively reducing the French State ownership of some
parts of this business. Given limited demand for new national level systems, upwards of 25
percent of Nexter sales today are export. Note that of these, only DCNS ranks among the
top 100 defense companies worldwide. GIAT, which once competed globally with GDLS,
BAE and other companies in the ground combat systems market, has lost much of its market
share and is no longer a major player in that market.

B. The Re-Shaping of French Acquisition and Defense Industrial Strategy
to Meet New National Security Needs—From National to Strategic
Autonomy

On the demand side, the changing threat environment and France’s growing role in
expeditionary operations have caused a realignment in its acquisition system and defense
industrial policy. In particular, the fundamental shift from national to strategic (i.e., Euro-
centric) autonomy drives changes in procurement and industrial policies. France may no
longer need to procure all its products nationally, but it must have the secure ability to
access the products and services it needs for autonomous European operations.

Within this framework, the new defense procurement and industrial strategies (supply
and demand) focus on “competitive autonomy,” including:

* Better value buying (economic efficiency);

* A new security of supply construct that limits the defense industrial sectors that
must be retained on a national basis and broadens France’s willingness to rely on
“secure” sources outside of France; and

* A thrust for European solutions where possible consistent with its shift toward
Eurocentric rather than national defense autonomy.
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Competitive Autonomy: A Better Value Buying Strategy

French officials note that France long has had an image as a protectionist and relatively
closed market—and they note the United States has a similar reputation. However, French
acquisition policy is undergoing a sea change. It is gradually shifting from a system based
on national buying on a largely non-competitive basis to a somewhat more open system of
buying the best performing and most cost-effective solutions on a competitive basis, rather
than relying on national favorites.

Specifically, in November 2004, DGA’s Chief Executive, Francois Lureau, described the
new “Competitive Autonomy” as having two goals:

The first one is to optimise the economic efficiency of investments made by the
Ministry of Defence to meet Armed Forces’ requirements. The second one is to
guarantee access to the industrial and technological capabilities on which the
long-term fulfillment of these requirements depends, to make it short: the secu-
rity of supply issue. To obtain the best return on investments in terms of the
national defence system’s efficiency, priority shall be given to market rules and
competitive biddings. The Ministry of Defence must therefore seek to main-
tain and develop an industrial and technological base which degree of autonomy
at the national and European levels should guarantee secure supply sources for
the Armed forces, unrestricted use of equipment procured and the possibility of
exporting arms to friendly nations and allies.*”

The French MoD/DGA has been implementing this policy, which it officially defines as:
“Maintaining an autonomous capability of design and realization of key armament systems
at national and cooperative levels to enable France’s:

* Security of supply

* Freedom of use of equipment procured

* Possibility to export to allies and partner countries.”*”’

In short, this policy reflects economic and industrial realities: France alone simply cannot
sustain a level of investment to maintain full capabilities across defense industry sectors.
Complex products designed and developed for France alone cannot be cost-effective for the
French budget, or cost-competitive in export markets. Thus, this new policy, if fully imple-
mented, produces a “better” if not best value buying strategy. There is more competition, but
not all programs will be competitive and nationality still matters but less so than in the past.

C. French Defense Industrial Policy: Applying Competitive Autonomy

France’s core acquisition strategy drives its industrial policies. The central principle is
that since secure European sources of supply can meet France’s need for strategic autonomy,
France does not have to maintain a full-spectrum national defense industry in all areas.
France’s new buying policy thus would no longer develop French new systems or prefer
French systems as a default position. Rather, France will use a sectoral approach. Specifi-

*? F. Lureau, Speech to RUSI, Nov. 19, 2004, Ibid.
» French MoD, DGA/DA4S.
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Figure 63 DGA Competitive Autonomy Strategy by Sector

French Absolute Soereignty Areas
—e.g. CBRN

European Cooperation
—mutually agreed dependences

Worldwide market area
—e.g. certain ammo, etc.

Source: French DGA.

cally, DGA has prioritized the degree of national autonomy using a series of concentric
circles, illustrated in Figure 63.

1. French Sovereign Capabilities: The small center of the circle includes those
limited areas of capability that France believes must remain national in character
because they are vital to national sovereignty. These include only strategic nuclear
systems; chemical, biological and radiological (CBRN) defense; and certain intel-
ligence functions.

2. European Shared Dependencies. A second concentric circle—the larg-
est—includes equipment sectors that can be acquired through cooperation with
European partner nations or allies. Equipment in this category can be procured
on the European market or manufactured through European cooperation. This
approach envisages stronger defense industrial cooperation between Member States
within a framework of mutually accepted interdependence; the LOI Framework
Agreement, for example, has security of supply provisions that would support this
interdependence and protect each nation’s sovereign interests. The White Paper
describes most industry sectors as “European cooperative markets.” On the supply
side, it calls for less fragmentation in European markets, stating directly that the
space industry in Europe must be rationalized. The idea is to gradually develop
widely accepted European centers of excellence (such as the agreement being nego-
tiated with Sweden and Finland on explosives).

3. Worldwide Market. The third concentric circle, which appears very narrow in
scope, represents equipment for which the MoD will turn to the global market-
place—i.e., including the United States and Israel, an increasing competitor in
French markets. By way of illustration, these products include 5.56mm ammuni-
tions, camouflage systems, and specific products to be procured in very limited
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quantities. According to DGA officials, this category is for procurements where
there is no specific interest in strategic autonomy at the European level or where
relying on European sources of supply would not be cost-effective.

In essence, under this concentric circle strategy, France will rely on both European
cooperative programs and more competition involving foreign suppliers to sustain a vibrant
European DTIB. Significantly, for France, this expressly means relying on other European
partners even for some core capabilities. Therefore, security of supply from these other
nations is a critical underlying condition for France. DGA explains that this is carried out
by European industrial reciprocal agreements and formal mutual interdependence. To some
extent new European Commission (EC) Directives or laws, as they evolve, could also be a
help.

Finally, this strategy places export sales in an increasingly critical position for the
national firms in France. As part of its investment strategy, the DGA has examined the
range of sectors and capabilities France needs vis-a-vis which of those sectors is dual-use or
defense unique, combined with which is attractive for export sales (e.g., transport aircraft
or C4ISR products) or strongly dependent on domestic buying (e.g., nuclear submarines
or heavy armored vehicles). The French DGA views exports as one way to help preserve
needed defense capabilities across buying cycles and system/product generations.

Will the Shift From National to European Preferences Be Real?

Analysts in France believe it is too soon to tell if France can move dramatically away
from national defense preferences. Market participants interviewed in other countries also
expressed some skepticism that France would truly change and open its markets to other
European firms. A key indicator is where France is willing to put its resources over time.
The most likely scenario is seen in the preference for bilateral agreements and dependences
between relative peers in capability that France already has shown—rather than pushing
French funds to broad EU-wide initiatives.”™*

A concept in investigation between the UK and France today is called “Domain Pooling.”
This idea is to put together two strong but complementary capabilities between firms in
France and the UK and work to strengthen technology and products out of their combined
work. The March 2008 summit between French President Sarkozy and UK Prime Minister
Brown agreed on some initial areas for such joint investment.

France’s competitive autonomy policy has already had some results. As discussed in-
depth below, France is gradually becoming an increasingly open, competitive market in defense.
This is the message received from every interview—industry, government, academics and
analysts. To be sure, this change is evolutionary in nature; the legacy systems that dominate
the market still tend to look French and single-sourced. And the move may not be fast and
it is not always what all U.S. or other nations’ firms might wish, but it is nonetheless the
overriding message.

¥* Some more cynical observers see French self-interest at the core of the French drive for a Eurocentic market. If suc-
cessful, France would have much to gain from an economic, industrial and international prestige standpoint. “Who
better to lead than France?” This attitude, mirrored by U.S. unilateral global behavior, is often the source of the
friction in the Franco-American relationship: each side sees their own position of leadership as legitimate.
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For example, U.S. companies are being encouraged to bid on the new Scorpion next-
generation land vehicle program (analogous to the U.S. Future Combat Systems family
of vehicles), which will be awarded based by a competition involving European, U.S. and
Israeli firms. These types of programs would appear to be the types that would be European
focused and not open to U.S. and Israeli competitors. Yet, DGA officials noted that not all
elements of this program would be in the second (European) circle and that considerations
such as interoperability and affordability were relevant in determining whether non-Euro-
pean firms could compete. In effect, France will probably evolve a preference to buy European but
only where it is available, capable and affordable.

The key open question for the United States is whether this market opening
extends only to Europe and or perhaps primarily to large, peer European nations.
On this question, only time will tell. In this regard, it should be recognized that the
outer circle, labeled “Worldwide market area,” appears very small in the DGA charts.
The overall policy thrust appears in this direction of better value European buying.
For example, DGA sources indicated that they might try to organize a European
effort to develop a next generation fighter aircraft or surveillance UAV. Neverthe-
less, as market participants have noted, budgetary and economic realities suggest
that the category of buying open to the United States may in practice prove broader.

Simply put, French aspirations for a European D'TIB and European procurement
may very well be subordinated to best value considerations of cost and capability in
cases when France faces a choice between an existing, highly capable and affordable
U.S. system and an undeveloped or more costly, less capable European alternative.

Ouwnership Does Matter, and “European Means European”

Both the French White Paper and the DGA’s Competitive Autonomy policy reflect a
desire to maintain a strong D'TTB, but one increasingly European rather than solely French
in focus. As noted above, the White Paper states and French DGA officials confirmed
that the Competitive Autonomy policy means significant further European rationaliza-
tion—and hence additional consolidation of European ownership.

Under the DGA vision, this primarily European consolidation would result in the cre-
ation of European “centers of excellence” that would presumably gain more work over time
as they compete in their areas of expertise, driving out lesser capabilities or excess capac-
ity. While French government officials are quick to note there are no formal exclusions of
responsible non-European (i.e., U.S.) owners of defense firms, there plainly appears to be an
informal European ownership preference going forward (see discussion of foreign invest-
ment metric below).

To quote a DGA official, a core precept of French industrial policy is that “ownership mat-
ters” when it comes to firms critical to national security. DGA officials expressed concerns
of the potential for harm that foreign companies or financial buyers could pose in acquiring
French defense firms. The concerns fall broadly into two categories:
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1. Stewardship for National Security vs. Maximizing Efficiency/Profitability.
One concern is whether firms’ stewardship of defense businesses meet long-term
critical national security needs. A new owner might rationalize a defense firm or
reduce investments in low or cyclic volume businesses to seek more profit, but result
in less ability to meet French defense needs over time. And this issue extends beyond
development or production into a large number of fielded systems for which the
French military must have assured support for many years to come. In upgrade and
logistics support contracts, the MoD needs firms who understand their weapon and
logistics systems, force concepts, fielding and fighting needs—all critical to effec-
tive military forces. For example, how might a new buyer view the need to maintain
the Leclerc Main Battle Tank? The buyer would need to retain the skills and expe-
rience, data and capital equipment held today by Nexter. The MoD could not allow
a simple shutdown of such under-capacity facilities and outsource these military
needs—this would take careful planning and long-term support assurances that
might not be attractive to a buyer who was predominantly financially motivated.

2. Concern over Reliance on ITAR-Controlled Articles That Limit French
Flexibility. As discussed earlier, French policy continues to seek flexibility and
independence with respect to the fielding, use and export of French defense systems
and subsystems. Hence, there is a concern that foreign (including U.S.) ownership
could lead to reliance on I'TAR-controlled articles that could limit its freedom of
action. The White Paper and evolving French policy and practice plainly include a
preference for autonomous European systems with no strings attached.

III. Evaluation of Market Access Metrics

Generally, France is considered an excellent environment for trade and investment with
the United States. With the sixth largest economy in the world, it has an advanced defense
technology and industrial base. France also has a well-developed, predictable and largely
transparent legal system that provides certainty for U.S. investors and U.S. firms doing
business there.””

As discussed below, however, the picture is different in the French defense marketplace,
which has been emerging from a history of being largely national in its orientation.

Tariff Barriers

By and large, tariffs are not significant barriers between France and the United States.
All of the countries studied are members of the World Trade Organization (WTO) and
thus must provide most-favored-nation and national treatment to imported goods from
every other country included in the study. Although defense products are generally exempt
from WTO rules governing tariffs and trade, reciprocal procurement MOUs between the
United States and France generally provide duty-free treatment for imported defense prod-
ucts procured from the other countries.

** See U.S. Department of Commerce Foreign Commercial Service, France, website. Available at: http://www.buyusa.
gov/france/en/112.html.
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However, the MOUs do not apply to dual-use products and technologies such as general
aerospace systems that have both military and civil applications. Thus, as more military
programs rely on commercial off-the-shelf (COTYS) technology, this would tend to put U.S.
companies at a competitive disadvantage vis-2-vis European firms that get the benefit of the
lower intra-European rates that apply under EU rules unless specific exemptions are negoti-
ated on a bilateral basis.

Competition in Procurement

While France is making changes in law and policy designed to create greater openness
and more competition in defense procurement, the French market at this point still remains
very difficult for all foreign firms, including American firms, to penetrate.

French Procurement Policy: A Shift Toward Competitive Autonomy

As discussed above, there is a significant evolution in French acquisition policy underway,
as reflected in the 2008 Livre Blanc and actual practices being implemented in specific pro-
curements. Under the new Competitive Autonomy policy, there is a clear shift away from
reliance on sole source French suppliers toward more European solutions and competition.
Competition will now be open to other European firms for strategic purchases, and to firms
from the United States and other foreign countries for non-strategic purchases, where eco-
nomics is the dominant consideration in purchasing. As noted above, France put in place
in 2004 a new law requiring competition of new buys unless a specific exception applies.
The new law also extends to upgrades of existing platforms. For example, Boeing provided
a common technical data package on its KC-135 in France that the French MoD uses to
compete upgrade programs on that platform.

There also is growing anecdotal evidence of this policy shift toward more open and com-
petitive procurement:

* French government officials and executives at French and U.S. firms active in
France consistently reported that France is becoming a more open and competi-
tive defense market today than in previous history. Some U.S. firms reported that
France’s procurement practices are notably less national in tone and attitude today.
For example, at times French officials alert them of bid opportunities. They find
France interested in U.S. products where they represent a good value solution (best
for the price) or have a special technology niche or advantage at a good price.

* Specific reports of active competitions were provided by various defense firms,
including programs and concept studies for new Army ground architecture and
related systems, a vertical takeoff and landing UAV, and a heavy lift helicopter.

* American firms (especially at the subsystem level) note that they meet more com-
petition than ever in France. Ironically, in some respects, they might be worse off
than in the past, when they sold items on a sole source or directed basis. Today, the
larger, global firms formed from the European consolidation—e.g., Thales, EADS,
MBDA, SAFRAN—have competitive products or find a teammate that does (e.g.,
Israeli firms). These firms/teams can meet U.S. firms’ performance offerings more
closely than in the past, and do not have the ITAR limits (see discussion below).
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Hence, American firms understand the need to increasingly focus their efforts on
products where they have better capabilities, which of course are more likely to run
into I'TAR restrictions.

* French support for the EDA Code of Conduct on Defence Procurement and the
draft EC Defense Procurement Directive indicate support for open competition.

* France has been among the most active users of the EDA’s Electronic Bulletin
Boards (see discussion in Chapter 5), according to EDA officials, and from July
2006 to April 2008 posted 78 contract opportunities—more than any other EU
Member State.””

Small and Medium-Sized Enterprises. Unlike U.S. law, the French Code des Marchés
Publics (Public Procurement Code) does not allow France DGA to set aside certain quotas
for small and medium-sized enterprises (SMEs). DGA is taking other steps to support this
SME sector by facilitating their access to business opportunities. The DGA seeks a robust
SME sector and is wary of larger defense firms using “vertical integration” and possibly
overtaking roles that may be served by SMEs.

French Procurement Practice: A Lag Between Policy and Practice

While the stated new policies of the DGA in recent years and available anecdotal evidence
of change are quite promising, the data by and large does not reflect a major sea change in
French acquisition practices to date. Moreover, as noted above, interviewees in a number of
countries outside of France (representatives of non-French, European defense firms) were
skeptical that France would award significant systems contracts to non-French firms.

In practice, as shown below, the available data continues to show substantial reliance on
sole source national buying in France. However, there is a very sizable and growing reliance
on European buying (primarily through cooperative programs) and some evidence of new
competitive buying (with both European and U.S. firms winning some awards). U.S. firms
have a minor market share in France today. Prospects for the future will also be limited if
the new policy is fully implemented —given the clear policy preference for European solu-
tions under Competitive Autonomy. The specifics are as follows:

French Buying of Major Weapons Systems: The Limited Role of Competition. As
shown on Table 29, a review of the top 72 French defense programs by value’” during the
period 2006-2008 shows that only 8 programs worth $1 billion (3 percent by value) were
awarded competitively. Fifty two programs worth $17.5 billion (65 percent) were awarded
sole source, while the remaining eleven programs worth $8.5 billion (31 percent) were Euro-
pean multinational cooperative programs in which work share was negotiated in advance
as an element of intergovernmental MOUs (see Figure 64). This data generally confirms
observations of market participants interviewed (although some would suggest a lower per-
centage of sole source sales). Several other observations about overall French buying are
worth noting:

* Sole Source Awards Are Larger Than Competitive Awards. At $339 million,
the average sole source contract was considerably larger than the average com-

% Based on data provided to the study team by EDA.

¥7 The data set includes French RDT&E and Procurement programs in the five sectors included in this study totaling
more than $50 million during 2006-2008. See Chapters 2 and Appendices for detailed methodology.
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Figure 64 France—Total Procurement Figure 65 France—Legacy vs. New
by Award Type Procurement

Competitive Directed
3% 1%

Multinational
31%

Sole Source
65%

Source: Documental Solutions. Source: Documental Solutions.

petitive award ($121 million). This suggests that France still prefers to procure its
most complex and expensive systems from national sources or through coopera-
tive development programs with other European countries (e.g., Eurofighter, Tiger,
TTH90).

* Overall Data Can Mask Differences Between Legacy/New Buying. As dis-
cussed below, this overall data on total French buying in 2006-2008 may mask any
distinctions between “legacy” programs (i.e., programs where the initial award for
development and/or procurement were made somewhere in the past before 2006)
and “new” programs started during 2006-2008 (which are more likely to show any
meaningful shifts in procurement policy). Hence, we have separately reviewed the
data on “legacy” and “new” programs below to capture any different trends that
may exist.

* A Large Share of Spending Is on Legacy Programs. As shown on Figure 65,
roughly 56 percent ($15.2 billion) of total procurement since 2006 was for legacy
programs, reflecting the long development cycle of large programs and the long
service life of major systems. (Interestingly, the French legacy share of spending
is notably less than that of the United States, which had 77 percent legacy awards
for major programs during the same period (see Chapter 3, Figure 32). The list of
Top French Defense Programs (Table 29) is dominated by legacy programs initi-
ated many years earlier (e.g., Rafael, ASMP, nuclear submarines and guided missile
destroyers). The data also shows no new national programs worth more than $100
million started after 2004—indicating that economics is limiting significant new
national program starts.

* The existence of significant legacy systems also will likely cause any opening
of the market to be gradual in nature. Most of the sole source contracts relate
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Figure 66 France—Legacy Figure 67 France—New Procurement
Procurement by Award Type by Award Type

Competitive
Multinational 8%

3%

Directed
2%

Multinational
23%

Sole Source
67%

Sole Source
97%

Source: Documental Solutions. Source: Documental Solutions.

to legacy systems, which are likely to be fielded for years to come. In this platform
area, it is less likely that the DGA will turn to new suppliers or open the market to
competition (although, as in the United States and the UK, additional competition
is possible in subsystems markets where technology refreshes can occur and new
competitive procurements can be shaped). Indeed, France is considering entering
into long-term support contracts for these legacy systems—an approach similar to
that recently adopted by the UK (see Chapter 13). In these circumstances, competi-
tive procurements are more likely to occur in major upgrades and new systems and
products that are developed and fielded as legacy systems are replaced—a long-
term exercise. This type of competition is likely in the short term in new ground
systems like Scorpion (the French equivalent of the Future Combat Systems) or in
UAV programs. It remains to be seen of course how much American participation
will be permitted in these programs (i.e., whether all or most of the programs’ ele-
ments will be restricted in significant ways to European participants).

* Most Legacy Spending Is Sole Source or Directed and Goes to National
Firms. As Figure 66 shows, in this major program data set, approximately 97 per-
cent of the legacy procurement awards by value were sole source; some 3 percent
were multinational, and none were awarded through “open and competitive” pro-
curement. The magnitude of sole source buying reflects the realities of large defense
programs. After a major system has been awarded to a particular firm, the follow-
on production buys, upgrades, modifications and maintenance on such legacy pro-
grams are often awarded to the same firm again (e.g., after an award is made for an
aircraft developed and produced by one firm, it is much more likely to be awarded
to that firm for future buys). Indeed, it would be uneconomic to change system level
contractors midstream on large programs unless the incumbent is not performing
(although government customers can and should compete the subsystems upgrades
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Figure 68 France—Legacy
Procurement by Supplier
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and refreshes). Therefore, not surprisingly, the data (Figure 68) reflects that most
of these legacy program sole source awards went to national firms—underscoring
that France has continued to rely heavily on “national champions” such as EADS,
Dassault and Nexter for its major acquisitions and has not opened most competition
to non-French suppliers (European or American). It is noteworthy that there are
virtually no sole source awards to other European suppliers.

* New French Awards Show a Greater Emphasis on Cooperative Programs With
a Small Amount of Open and Competitive Procurement. In contrast, an assess-
ment of new French procurement programs shows a marked change in buying hab-
its—with significantly less reliance on sole source national awards and more focus
on cooperative programs. As shown in Figure 67, approximately 67 percent of buy-
ing on new major contracts was sole source or directed, 8 percent was competitive,
and the remaining 25 percent was multinational. While France still has the lowest
level of competitive procurement of any country evaluated, that even 8 percent of
new procurement was awarded competitively is a substantial improvement over the
past (which saw little competitive procurement). Most competitive procurements of
the last three years appear to be COTS solutions or in subsystem areas where
France does not have a strong competitive advantage. In this regard, competitive
programs were primarily in electronics, communication, command and control,
and sensors—all areas where numerous off-the-shelf solutions were available.

* New French Buying Is Heavily Multinational in Orientation With Some
National Acquisitions. As set forth on Figure 68, some 91 percent of legacy
procurement was awarded to national companies, with multinational programs
accounting for 6 percent and other European companies just 3 percent; U.S.
companies did not win any major legacy contracts. However, as shown on Figure
69, new procurement is dominated by multinational programs (66 percent), with
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Figure 70 France—Defense Market Share by Companies
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national companies accounting for 29 percent, U.S. companies 3 percent and other
European companies 2 percent.

¢ U.S. Firms Have a Miniscule Share of the French Defense Market. No matter
how the available program data is sorted, it is clear that U.S. companies have only
a limited presence on major French defense programs. There are indications, how-
ever, that American firms can compete effectively in some circumstances:

¢ All Awards. As shown on Figure 70, no American company ranked in the top ten
for market share for 4/l awards. Supporting data shows that General Electric had
the largest contract award value among U.S. firms, but this amounted to just 0.2
percent of the total market.

* Legacy Awards. As noted above, U.S. companies did not win any major legacy
programs.

* New Awards. U.S. firms received only 0.3 percent of all new procurement (com-
petitive, sole source and cooperative) in recent years—a miniscule amount.

* New Competitive Awards. U.S. companies won just one out of eight competi-
tive contracts awarded for major programs, amounting to 25 percent of all com-
petitive awards by value; this suggests that, in those instances when programs are
competed, U.S. companies can in some circumstances win significant contracts.

¢ U.S. Subsystems Sales Also Are Likely to Be Disadvantaged. While there may
be greater U.S. subsystem participation than this data shows (anecdotal evidence
available to us suggests this), we lack the data to fully evaluate this part of the mar-
ket. However, we do believe, as discussed elsewhere, that the trends toward buying
European and avoiding ITAR products and technologies disfavor U.S. subsystem
buying.
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Fair and Transparent Procurement Process

In general, the French defense procurement system is viewed as relatively transparent and
fair. France, like other EU Member States, is a party to the WTO Agreement on Government
Procurement (AGP). However, its procurement of “warlike” goods is exempt from the AGP’s
coverage and, hence, only “non-warlike” goods are subject to the Agreement’s disciplines.

The French government generally follows EC procurement regulations, which call
for non-discrimination against foreign firms. In France, procurement regulations do not
usually present barriers to entry for foreign firms. However, local political pressure and
administrative procedures are often said to favor French companies. French government
procurement comes under the jurisdiction of the Ministry for the Economy, Finance and
Employment. The “Commission Centrale des Marchés,” or Central Procurement Board, has
overall responsibility for monitoring compliance with procurement regulations.

The Code des Marchés Publics—the Public Procurement Code—is the cornerstone law
governing French public procurements. Its revised version,”* adopted in 2006, implements
EC Directives in national law (i.e., Directives 2004/17/EC and 2004/18/EC on the procure-
ment of goods, works and services). The Public Procurement Code applies to contracts in
the field of defense (arms, munitions and war material). The Code promotes transparency
and open competition in public procurement, and does not restrict foreign companies from
bidding. A specific decree relating to defense procurement, the Defence Specific Decree, also
states these general principles and gives a degree of flexibility for procurement covering
specific needs and relating to the essential interests of the State, as defined under Article 296
of the Treaty Establishing the European Community (Article 296 EC Treaty).

For defense goods and services, France historically often invoked Article 296 EC Treaty
to opt out of the EC public procurement disciplines. More recently, the French have adopted
the voluntary EDA Code of Conduct on Defence Procurement.

In practice, both French and U.S. firms interviewed say that the process in competitive
procurements is codified and reasonably open and transparent. American firms reported
that requests for procurement are even being made available in English in some cases today.

Domestic Content Requirements

France does not have explicit “Buy French” domestic content laws. However, all firms
interviewed noted the necessity of providing French content or value by either obtaining
a domestic partner or teammates for programs. Simply put, the French, like most other
European nations, are looking for French and European presence for jobs and more criti-
cally, to continue to build or enhance the domestic and European DTIB. This concern for
maintaining jobs domestically is only underscored by the current global economic crisis. To
illustrate, the French government is now requiring that French state funds applied to help
sustain automobile manufacturers cannot reduce jobs located in France (even if those facili-
ties are owned by German or other automotive firms).

Partnering or teaming with indigenous firms is a key driver in success. These partners not only
provide in-country jobs and technology building—essential in France—but serve as local

** Decree 2006-975, JO 04.08.2006.
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champions. Thus, the effect is much the same as having formal domestic content require-
ments—albeit either more flexible or arbitrary, depending on one’s perspective.

The increasing competition in French defense markets will likely put even more focus on
domestic presence, content and partners as a discriminator. As French MoD bidding oppor-
tunities become increasingly open to sources or teams that are not solely French, U.S. firms
may find opportunities to bid via partnering or teaming with other French or European
firms in order to provide more local content. On one level, this is beneficial to U.S. firms but
on another it substitutes one type of barrier for another (albeit a more limited barrier that
requires sharing the business with local partners rather than being completed excluded).

Offsets and Fuste Retour

The DGA explicitly states that its established policy is not to require offsets in procure-
ment. However, there appears to be in place an informal offset policy.””” U.S. companies in
France stated that they usually offer 100 percent juste retour—that is, some sort of job value
relationship in the teaming or partnering for the program/product (e.g., domestic modifica-
tions done to U.S. systems or products; co-production carried out domestically in many cases).

The U.S. Department of Commerce (DoC) annual report on offsets also indicates that
effective offsets in France amounted to 84.6 percent of contract values from 1993 to 2006
(calculated from data submitted by the reporting U.S. firms of actual contracts and offset
commitments).””’ A review of DoC offset reports over recent years shows the offset percent-
age has remained remarkably stable. Thus, whether required or not, they do appear to be a
major factor in defense trade with France.

Juste retour also continues to be an established practice in European multinational pro-
grams in which France participates. Work share is usually proportional to national par-
ticipation in a program. Programs including juste retour have included A400M, Eurocopter
Tiger, and Multi-Role Armoured Vehicle (MRAV). Work share arrangements typically are

negotiated in advance and included in the MOU among the participating governments.

Government Ownership

Traditionally, the French defense sector was largely government-owned, and the govern-
ment was heavily involved in defining the state-owned companies’ orientations. As recently
as September 2003, Thomson SA, DCNS and GIAT Industries were still 100 percent gov-
ernment-owned, and SNECMA Group was 99.7 percent government-owned.”

Over time, however, as described below, the French government has been gradually
privatizing many firms. However, state ownership is still evident in the more traditional
defense sectors: DCNS (Naval) remains 75 percent state-owned; and Nexter (former-GIAT,

¥ Offsets in Defense Trade, 10th Report to Congress, U.S. Department of Commerce (Jan. 2006), Appendix H, in
Appendices, p. 69. Available at: http://www.bis.doc.gov/defenseindustrialbaseprograms/osies/offsets/offsetxappen-
dicesreport.pdf.

* Offsets in Defense Trade, Twelfth Report to Congress, U.S. Department of Commerce (Dec. 2007), PDF p. 29
(report page 2-13) (Table 2-5). Available at: http://www.bis.doc.gov/defenseindustrialbaseprograms/osies/offsets/
final-12th-offset-report-2007.pdf.

' Western European Industry Ownership Jigsaw, Defence Systems Daily, last updated Sept. 19, 2003.



344 ForTRESSES AND ICEBERGS

ground vehicles and ammunition) and SNPE (nuclear) both remain essentially 100 percent
state-owned.

When France began privatizing the defense sector, it retained control through the “action
spécifique,” the French counterpart of the “golden share.”” The government used this type
of golden share in the privatizations of Matra in 1988, Thomson-CSF in 1996, and Aérospa-
tiale in 1999.” According to sources at the MoD/DGA, Thales may be the only remaining
example of an action spécifique currently in use. The action spécifique is a strong tool to main-
tain government control over key matters. It affords the French government the right to:

* Veto acquisitions beyond a certain percentage (for Thales, acquisitions beyond each
10 percent of its capital are subject to authorization by the Ministry for the Econ-
omy, Finance and Employment);

* Veto the sale of certain specified assets (for Thales, listed assets include majority
block of subsidiaries conducting defense activities); and

* Appoint a government representative to sit on the Board of Directors as an observer,
without participating in votes. The observer’s role is to report to the government
on possible company action regarding sensitive activities. In the Thales case, the
observer is a DGA civil servant.

Aerospatiale-Matra S.A. and EADS: The Move Toward Privatization

The gradual privatization trend is perhaps best illustrated in the creation of the European
Aeronautic, Defense and Space Company (EADS), the largest aerospace and defense firm
in Europe. As noted above, in 1999, Aérospatiale, a leading French defense and aerospace
firm, was partially privatized and merged with Matra Hautes Technologies, another lead-
ing French firm. As part of the restructuring, the Lagardére Group purchased 33 percent
of Aérospatiale-Matra shares, while 20 percent were sold on the stock exchange and the rest
of the equity was retained by the French state. The French government retained its direct
control over the firm through a golden share designed to “protect the essential interests of
national security,” the retention of a significant government ownership interest, and other
mechanisms. Similar to the golden share the French state created in privatizing Thomson-
CSF into Thales, the Aérospatiale-Matra golden share gave the government the rights to:
name a non-voting member to the Aérospatiale Board; approve any new shareholding of 10
percent or more; approve any increase in an existing stake by 10 percent or more of the total
capital; and block the sale of any part of the shares if it would threaten Aérospatiale-Matra’s
control in its ballistic missile, laser, nuclear, and armaments units.

Subsequently in 1999, Aérospatiale-Matra merged with leading German defense firm
DaimlerChrysler Aerospace AG (DASA) and Spain’s Construcciones Aeronaticas (CASA) to
become EADS. Under the heavily negotiated and complex terms of EADS’ creation, the
French government retained a sizable stake (15 percent) in the merged entity (and the Span-
ish government a smaller stake (6.2 percent), and the charter of EADS afforded the French
government various veto rights over major decisions such as mergers and acquisitions.

262

The privatization law, Loi no. 86-793, of July 2, 1986, authorizes the use of “action spécifique” to protect national
interests.

% J-P. Maulny, T. Taylor, B. Schmitt, F-E. Caillaud, Industrial and Strategic Co-operation Models for Armament Compa-
nies in Europe (2001), pp. 91-92. Available at: http://ec.europa.eu/enterprise/defence/defence_docs/rapp_iris_en.pdf.
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A key issue during negotiations of EADS’ creation was the degree of government owner-
ship. At that time, DaimlerChrysler, a private firm with no government ownership, wanted
EADS management free of potential governmental interference. However, this approach
was not taken.

Today the equity shares in EADS remain complex, with the French (and Spanish) states
maintaining significant shares through holding companies and the French state still holding
a direct golden share. The following provides holdings as of December 31, 2007:

* Sociedad Estatal de Participaciones Industriales (SEPI) (5.49 percent equity)
A holding company owned by the Spanish government

* Daimler— Other Activities Segment’ (22.52 percent equity)

* SOGEADE —(27.53 percent) SOGEADE (Soci¢té de gestion de l'acronautique, de la
défense et de lespace) is a French holding company owned 50 percent by Lagardere
SCA and 50 percent by SOGEPA (Societé de Gestion de Participations Aéronautiques), a
French government-owned holding company. This stake is managed by the Lagar-
dere Group, but the French government retains a veto over EADS’ strategic deci-
sions, including investments worth more than €500 million and capital injections
that would affect voting rights.

* Public or ‘Free Float’ (43.88 percent equity). This stake has increased from 27.35
percent at the time of the company’s initial public offering in 2000.

* French state (0.06 percent equity) The French government’s direct stake in EADS.
* EADS N.V. (0.52 percent equity) Treasury shares.

The 2004 French MoD Policy to Reduce Ownership

In 2004, Francois Lureau, the then-Chief Executive of DGA, articulated the shift in
French policy on government ownership as follows:

The government held the majority of shares but now prefers to exercise a strate-
gic control through golden shares or share holders agreements at least for main
security sensitive companies. As part of this process, the government intends to
proceed with a controlled sale of its holdings in defense companies to allow them
more freedom of action and promote European consolidation. The UK is already
involved in half of the investments projects in France. The government owner-
ship is no longer a policy in France.*”

Hence, in general, the French government has been gradually moving away from the
traditional model of protecting state interests through total government ownership and
control and toward a private ownership-based model that allows foreign investment even in
firms with sensitive capabilities. Today, the government ownership shares have changed in

** Daimler AG’s Other Activities segment consists of its holding in EADS and, since Jan. 1, 2004, the Daimler Off-
Highway business unit.

** Frangois Lureau, then Chief Executive of DGA, French MoD, Speech to the Royal United Services Institute for
Defense and Security Studies (RUSI), London, Nov. 19, 2004.
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many cases; for example, today the state retains only a 27.29 percent interest in Thales (see
Table 30).

French Government Ownership of Defense Firms Today

The following describes the situation today, based on a review of available data and inter-
views with market participants:

1. While the French government continues to own significant shares of leading
French defense firms (see Table 30), its ownership shares are gradually declining
and are expected to shrink further. The French government recently spun off one of its
nuclear related businesses to private industry, for example. Such steps reflect recognition
of the need to reduce government ownership to create more natural commercial market
conditions among defense firms and to facilitate European defense industrial consolidation.

Table 30 French Government Ownership of Defense Companies (2007)

Golden
Government Ownership Share
Company Percent (%) (Y/N) Other Owners
Nexter (GIAT) 100 Yes None
DCNS 75 Yes Thales Group (25%)
SAFRAN 35.90 Yes  Pratt & Whitney (1.7%); general public (35.9%)
Thales 27.29 Yes Dassault Aviation (20.87%); Group Industriel Marcel
Dassault (5.81%); Alcatel-Lucent (20.95%);
Industrial Partners (9.5%); general public (37.9%)
EADS 0.6% Direct; Yes  General public (43.88%);
27.53% indirect via SOCEADE (27.53%-50% Lagardere/50% SOGEPA);
holding companies SOGEPA (13.76%); Daimler—Other Activities (22.53%);
SOGEADE and SOGEPA SEPI (Spanish Governmentt holding company-5.49%);
EADS NV treasry Shares (0.52%)
SNPE 100 Yes  None-but selling off some business units

Source: DACIS.

The French government’s reduction of its ownership of defense firms is slow in
nature—especially compared to other leading European nations that have shed ownership
of defense firms. Sweden has almost totally privatized its defense industry in the course of
a single decade, while Poland and Romania plan to sell the remainder of their state defense
industries in the next 2 to 4 years (assuming, of course, that they can find buyers, a seri-
ous question). In contrast, the pace of French privatization, and in particular, the retention
of the golden share, is slow and reflects the desire for some continued direct state hand in
national security firms. This is similar to the UK’s golden shares in BAE, Rolls-Royce and
other firms, as discussed in Chapter 13. While the trend in France is toward decreased
ownership, it is likely the government will maintain substantial positions in these leading
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firms for a considerable period of time; this study team was presented with no clear plan to
totally divest these interests.

2. The French government still maintains golden shares or other comparable spe-
cial rights (for example, through shareholder agreements) in leading French defense
firms. As a number of European firms suggested, the existence of such rights very well may
slow consolidation and limit the ability of these firms to fully participate in capital markets.

3. The French government has board positions in some of the defense companies
in which it owns shares but, according to the companies involved, does not actively
interfere in corporate decisions. The firms involved indicated uniformly that they are
permitted to conduct their businesses on an arm’s length commercial basis.

4. The French government generally does not get involved in management matters
except in limited circumstances. Specifically, these typically include situations involv-
ing: 1) a prospect of foreign ownership that raises issues of stewardship (e.g., selling off key
defense assets or closing facilities), which are of course subject to regulatory review; or 2)
concerns over the impact of domestic mergers on security, continuity of program support
and needed skills/employees. France would also be concerned over the impacts of job losses
in communities where there is a potential closing of facilities or the potential for losing
important technologies. There are instances where the State played explicit roles, such as in
merging Sagem and Snecma to form SAFRAN (completed May 11, 2005), and orchestrat-
ing the 2007 acquisition of a 25 percent of DCNS by Thales. In 2006, the State imposed
explicit conditions on the merging of the satellite businesses of Alcatel and Thales to ensure
that strategic interests of the French government will always be met—if not, the govern-
ment can impose actions to rescind the government’s support of the combination.

5. The French government is gradually moving toward exercising control over defense
industrial matters of concern to it through its role as a buyer and regulator (rather than owner),
including its research and development strategy and its acquisition policies and buying deci-
sions.

While these developments are salutary in nature, there is no evidence the French government
intends at this time to fully divest its shareboldings in defense firms or eliminate its golden shares.
An evolution in this direction is possible but probably long-term in nature.

Foreign Direct Investment

According to the U.S. Commercial Service, France generally has one of the least restric-
tive investment regimes in terms of openness to foreign ownership, with only limited approv-
als needed in most sectors.”* In practice, however, U.S. firms generally face hurdles to invest-
ment in France. The American Chamber of Commerce aptly summarizes the situation:

While today’s foreign investors face less interference than was once the case,
more than a decade of reforms has not entirely overcome a traditional preference
for state intervention and a sometimes reflexive opposition to foreign investment.
In some cases, this can be seen in labor organization opposition to acquisitions

*% Reference the U.S. Commercial Service: http://www.buyusa.gov/france/en/doingbusinessinfrance.html and the
American Chamber of Commerce in France. See their website: http://www.amchamfrance.org/themel.php?idcont
enu=107&idpage=156&idmenu=108.
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of French businesses by U.S. firms, often reflecting a perception that U.S. firms
focus on short-term profits at the expense of employment. In other cases, French
firms have stated a preference for working with French and European, rather
than U.S., firms.*”

"This description applies to the defense sector as well, where there are substantial approval
requirements for the foreign acquisition of French defense firms as well as general cultural
and institutional barriers. Under French law, a foreign investor must obtain approval from
the Ministry of Finance and the Ministry of Defense (which typically includes an agree-
ment with the MoD). Buyers apply to the Ministry of Finance, which in turn triggers a
review by the French MoD. In practice, prospective buyers must hold extensive discussions
with MoD, which must be satisfied on numerous issues, including possible formal or infor-
mal commitments to maintain local capability and of how firms will deal with long-term
security interests and the firms’ know-how. MoD could require long-term commitments
and “evergreen” clauses for areas of vital concern (that is, a clause allowing the government
a long-term right to reverse or “undo” all or part of a company merger or acquisition of a
business unit).

Recent French legislation revising the regulation of foreign direct investment also high-
lights the trend toward privatization and foreign ownership of defense firms.** In the case
of foreign investment in areas of national defense and security, armament, and explosives,
the foreign investor must obtain prior authorization from the Ministry of the Economy if
the aggregate foreign ownership in the company will exceed one third of the total capital as
aresult of the transaction, or there is a change in structure of an existing foreign ownership
block of more than one third of the capital. The provision reflects the fact that the origin
of the foreign investor is an important consideration; foreign investors of a different origin
may not trigger the same type of security review. Although the authorization is given by the
Ministry of the Economy, the transaction is effectively reviewed and approved or rejected
by the Ministry of Defense.

Finally, like the UK, France may require behavioral undertakings from a foreign party
seeking to acquire an ownership interest in a company with sensitive activities. According
to the DGA, once the authorization is issued, the Ministry of Defense will require behav-
ioral undertakings in only 50 to 60 percent of the cases. These undertakings are formally
provided by the foreign investor or foreign-controlled successor of the French company to
the Ministry of the Economy. However, the undertaking includes the clauses required by
the Ministry of Defense DGA. Typically, undertakings require maintenance of strategic
capabilities in France, security of supply, and maintenance of key manufacturing and R&D
activities in France. Such restrictions will target only core sensitive activities—after an
assessment that letting such activities move abroad would leave a gap in the French and
European capacity. Interestingly, these undertakings appear more focused on protecting
against possible export restriction by the country of origin of the foreign owner rather
than protection of strategic secrets. The DGA seems more concerned that if an activity is

*7 Reference American Chamber of Commerce in France. See their website: http://www.amchamfrance.org/themel.
php?idcontenu=107&idpage=156&idmenu=108.

** Décret No. 2003-196 of March 7, 2003, Regulating Foreign Investment Relations, J.O. No. 58, March 9, 2003, p.
4140, Arts. 1, 6, 7; Arrété of March 7, 2003, Specifying certain rules of application of the Décret of March 7, 2003,
J.O. No. 58, March 9, 2003, p. 4153. Where a company is already under 50 percent or more foreign ownership, no
further governmental approval is necessary.
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relocated abroad, a foreign country would be able to cut the supply line by enacting export-
restrictive legislation. The undertakings are thus seen as measures to protect against depen-
dence rather than devices to protect national security secrets.

In practice, there are few cases where foreign buyers have been denied the right to acquire
French defense firms. According to DGA, there have been no denials in the last 5 years and
only 2 in the last 10 years. Thirty cases were reviewed in 2006 and none were rejected,

according to both DGA and the U.S. Foreign Commercial Service.”” The DGA officials
reported that about 50 percent of these buys were by U.S. investors.

Nevertheless, there is limited foreign ownership of French defense or national
security firms today. More specifically, a review of available data shows that there
have been virtually no significant U.S. acquisition of defense firms in France over the
years and virtually no “French footprints” for U.S. defense firms other than several
with small organically grown presences in the subsystem area (e.g., Rockwell Collins).

In contrast, through mergers and acquisitions, there is a greater degree of Euro-
pean ownership of French defense firms. More generally, analysts of the French
industry interviewed by this study team noted the foreign ownership percentage
in France remains low relative to other nations with large economies and sizable
defense spending.

The bottom line is that France is liberalizing its foreign investment regime, including in
the defense sector. Yet, overall foreign, and particularly U.S., ownership of defense com-
panies remains low in France due to formal and informal restrictions and policies favoring
national ownership as a means of ensuring security. A summary of recent U.S. acquisitions
in the French defense, aerospace and homeland security industries is set forth on Table 30.

As Table 31 shows, most recent acquisitions have involved dual-use technology com-
panies rather than purely defense companies. Moreover, these acquisitions tend to be
relatively small and involve second- and third-tier subcontractors with specialized market
niches. Although total U.S. equity in the French industry is difficult to calculate, the overall
impression is U.S. ownership and presence remains very modest in comparison with the
U.S. presence in other European countries.

Industrial Security

To protect information and sensitive activities, France relies on conditionality clauses
attached to procurement contracts. These conditions are applicable whether the company
involved in defense contracts is foreign owned or not. The clauses deal with standard secu-
rity clearance and access restrictions.

There are no legal restrictions that prevent France from contracting in classified mat-
ters with foreign-owned firms. The Defence Specific Decree (of the Code des Marchés Publics,
or Public Procurement Code, discussed above) underlines that, for highly classified con-

** See U.S. Foreign Commercial Service in France website (section on Openness to Foreign Investment). Available at:
http://www.buyusa.gov/france/en/117.html.
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Table 31 France—U.S. Acquisitions of French Defense, Aerospace and Security
Companies (Millions of Dollars—$)
Defense/
Date Buyer Seller Business Line Price Revenue Dual Use
Jul 2008  United Technologies Revima APU (49%) Aircraft Maint NA NA Dual Use
Apr2008 General Electric Company ULIS SA (15%) Nuclear Energy NA 60.00 Dual Use
Jan 2008  Gores Group LLC SAGEM Communications ~ Telecom 552.00 1,870.00 Dual Use
(90%)
Dec 2007  Hypercom Corp Thales SA (E-transactions) IT 152.00 222.00 Dual Use
Dec 2007  United Technologies Initial Securite Holdings Security NA NA Dual Use
Oct2007  Eaton Corporation MGE UPS Systems IT 612.00 245.00 Dual Use
0ct2007  Apax Partners SA Faceo Group Facility Mgmt NA 490.00 Dual Use
Sep 2007  Carlyle Group Zodiac Marine Shipbuilding NA NA Defense
Sep 2007  FLIR Systems Cedip Infrared Systems Electro-Optics 5710 2510  Defense
(67.8%)
Sep 2007  Westinghouse Electric Astare Nuclear Energy NA NA Dual Use
Aug 2007 AMETEK, Inc. Cameca Precision 112.00 NA Dual Use
Instruments
Aug 2007 SPX Corporation Johnson Controls European Test Equipment 43.60 80.00 Dual Use
Diagnostics Div
Jun 2007  Intercim, Inc. Pertinence, SA IT NA NA Dual Use
May 2007 Anixter, Inc. Eurofast SAS Engineering 27.00 18.00 Dual Use
Fasterners
Apr2007 Mathworks, Inc. PolySpace Technologies IT Engineering NA NA Dual Use
Feb 2007  United Technologies Dosatron International Pumping Systems NA NA Dual Use
Jan 2007  Garmin, Ltd. EME TecSat SA GPS Products NA NA Dual Use
Dec 2006 SeaMobile, Inc. Geolink Telecom NA NA Dual Use
Nov 2006 Barnes Group, Inc. Orflam Industries Gas Springs NA NA Dual Use
Jul 2006  Parker Hannifin, Inc. Acofab SA & Adecem SARL Electronics NA 12.90 Dual Use
May 2006 Honeywell International ~ Gardner Groupe Europe Security 256.00 260.00 Dual Use
Apr2006 Comverse Technology netcentrex SA IT 164.00 50.00 Dual Use
Jan 2006  United Technologies Delmo Delsecco $ Cie Environmental NA 30.00 Dual Use
Control
Jan 2006 Measurement Specialities ATEX Instrumentation 3.20 1.80 Dual Use

Source: Defense Mergers and Acquisitions Data Base.
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tracts, the MoD can derogate from the Code. In these very specific cases, a contract may

be awarded without prior publication and without competition. However, for classified con-

tracts security clearance requirements must be met in all cases””

Ethics and Corruption

In general, France is perceived as having a low incidence of corruption. The World
Bank’s worldwide governance indicators show France at 90 percent for rule of law and con-
trol of corruption.” There is also no apparent evidence of illicit payments in connection
with obtaining defense procurement contracts in France. For 2007, France is rated the 19th
country in the world on Transparency International’s Corruption Perception Index— for
example, below the UK but above the United States—which is ranked 20th—and well
above Italy, which is ranked 55th.*”

However, France continues to have a mixed track record with respect to French firms
making illegal payments in third-country defense markets. France is a signatory of the
Convention on Combating Bribery of Foreign Public Officials in International Business
Transactions (OECD Anti-Bribery Convention), and has enacted implementing legislation
in 2000. The OECD Anti-Bribery Convention is enforced through both amendments to
the French Tax Code and to the French Code of Criminal Procedure. Moreover, Transpar-
ency International’s (TT) recent progress report found France to be a “strong performer” in
enforcing the Convention and its anti-bribery laws—with 19 judicial investigations pend-
ing and 16 preliminary investigations.””* French attitudes on enforcement in a related area
were made clear in the aerospace industry last year when French authorities arrested some
very senior EADS leaders— Noel Forgeard and Jean Paul Gut—with respect to insider
trading charges.

Despite these salutary developments and a growing focus on these issues in France, there
continue to be allegations that leading French firms, including defense firms, have engaged
in these practices in global defense markets. France is rated worse than the United States
and all other LOI countries except Italy in TTs Bribe Payers Index.™* Available information
reflects that the longstanding culture and practices by French firms in this area are diffi-
cult to change and that change is slow. TT also has reported various deficiencies in French
enforcement efforts.

70 Linstruction générale interministérielle no. 1300/SGDN/SSD du 25 aoiit 2003 sur la protection du secret de la défense
nationale ; Arrété du 18 avril 2005 relatif aux conditions de protection du secret et des informations concernant la défense
nationale et la sireté¢ de PEtat dans les contrats, JORF 1n0.92 du 20 avril 2005. Available at: http://www.ssi.gouv.fr/fr/
reglementation/igil1300.pdf.

' See World Bank Governance Indicators, 1996-2007 (Country Data Report for France, 1996-2007). Available at:
http://info.worldbank.org/governance/wgi/pdf/c76.pdf.

*” Transparency International 2007 Corruption Perception Index, available at: http://www.transparency.org/policy_
research/surveys_indices/cpi/2007/regional _highlights_factsheets.

" F. Heimann and G. Dell, Progress Report 2008: Enforcement of the OECD Convention on Combating Bribery of Foreign
Public Officials in International Business Transactions, Transparency International (June 24, 2008), pp. 10, 21-22. Avail-
able at: http://www.transparency.org/news_room/in_focus/2008/oecd_report.

™ Available at: http://www.transparency.org/policy_research/surveys_indices/bpi/bpi_2006.
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Export Controls

France is a member of major multilateral export control regimes, including the Nuclear
Suppliers Group, the Australia Group, the Missile Technology Control Regime, the Was-
senaar Arrangement and the Chemical Weapons Convention. France is also a Member State
of Organisation for Security and Co-operation in Europe (OSCE), and has approved the
OSCE principles governing transfers of conventional arms and the 2000 OSCE document
on Small Arms and Light Weapons.*”

France, like other EU Member States, also is a signatory to the 1998 EU Code of Con-
duct on Arms Exports, which harmonized regulations across all Member States in the
European Union, and established general principles for the transfer of armaments and mili-
tary technology, and set up a system whereby each Member State must inform the others
whenever an export license is denied. Under the Code, each State must also consult with the
other Member States whenever it wishes to grant an export license that has been denied by
another Member State for “essentially identical transactions,” although the ultimate deci-
sion to deny or transfer a military item remains at the national discretion of each Member
State.””” The EC Transfers Directive recently adopted by the European Parliament is a
further step in aligning the policies of EU countries regarding intra-Community transfers
and simplifying procedures to permit such transfers among Member States and certified
defense companies. The focus of this EC Directive is intra-Community transfers and, thus,
the main beneficiaries of reduced barriers within the EU are European defense companies.
It is not at all clear that U.S. firms will be eligible for similar treatment; this is a matter for
national authorities to decide.

On a national level, the French arms export control regime and its implementation is
relatively transparent. The MoD publishes an annual public report to the French Parlia-
ment on how its arms export laws are implemented, including levels of sales, major products
exported and export country destinations. The issue for the United States is that U.S. poli-
cies on technology release and acceptable destination countries do not necessarily comport
with French views and policies.

Some with an inside view suggest the key issue in such cases concerns the French inter-
agency process for the export control/release. An interviewee told the study team the French
decision-makers across the process “don’t know what they don’t know” —i.e., they lack, or
do not use, a “systems” knowledge approach to how certain defense items can be integrated
to produce threat systems or to advance the research, development, testing and engineering
of potentially hostile nations. In many ways, they reported, the United States and France
have similar export policies but differ in identifying how pieces of key technologies may be
integrated and applied to create concern.

Concerns about the rigor of French export control laws was fueled by the discovery of
French missiles and other weapons systems produced after 1991 in Iraqi arms stockpiles
after the 2003 U.S. invasion. Iraq, of course, was under a UN arms embargo during that
period, and the export of all categories of weapons to Iraq was specifically prohibited.

*”* The Organization for Security Co-operation in Europe (OSCE). Details on French membership and OSCE activi-
ties are available at: http://www.osce.org/about/13131.html.

" See http://www.eubusiness.com/ Trade/european-code-of-conduct-on-arms-exports/.
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ITAR as a Market Access Barrier

Historically, numerous defense products and systems developed and sold in France have
ITAR-incorporated components. Today, while there is no official policy calling for exclu-
sion of ITAR-controlled components or subsystems from French products and systems,
there are clear tendencies in this direction. French officials are concerned about security of
supply of ITAR products (the risk of licensing denials) and autonomy and flexibility. They
say that French defense programs or product lines must not be put in a position where
French decisions on how to deploy their products, or when they can sell to partners or allies,
might be held hostage to “intergovernmental decisions.”

Viewed in this context, I'TAR restrictions are viewed increasingly unfavorably by French
officials and some in French industry insofar as they afford the U.S. government some abil-
ity to control whether and when France deploys it products or when it may sell them to third
parties. I'TAR licensing requirements also are viewed as creating unwanted unpredictability
and limiting the ability to export items on a timely basis. Some French firms interviewed
for this study said they are feeling European market pressure to “design around” ITAR.
Alternatively, some French firms are used to dealing with ITAR and see the United States
as an important market; these firms are more willing to continue to deal with ITAR com-
ponents where they are the best solutions, and these firms discussed concepts where they
may in some cases create products in two configurations, one with and one without ITAR
components.

The new French White Paper explicitly calls out I'TAR relative to electronic components
and cites the need for electronic components not to be subject to restrictions that limit
French freedom of action. The White Paper states France will “instead support a Euro-
pean approach conducive to a European industrial base. The goal is to preclude situations
of critical dependency which increasingly restrain our ability to export freely.””” This is a
relatively transparent reference to ITAR restrictions and makes clear a French preference
for dependency on non-ITAR controlled substitutes (e.g., products and systems subject to
European export controls that afford France flexibility and autonomy in the use and sale of
such products and systems). Also, as noted above, in the French industrial strategy for Com-
petitive Autonomy, the second, largest circle of sources is European cooperative. According to
DGA officials, “European means European.”

This policy thrust toward non-ITAR products and systems also is reflected in evolving
commercial and defense acquisition practices in France, which plainly have implications for
U.S. defense firms doing business in France. As the success of many U.S. firms in France
has been in dual-use products or in commercial aerospace, these firms have needed to solve
the re-export dilemma I'TAR can pose. Firms report modifying elements of the products
in Europe so they can meet needs, or developing two versions—one I'TAR-controlled and

one I'TAR-free.

The bottom line is that ITAR has become a material competitive disadvantage for U.S.
firms seeking to compete in France. Ironically, the new DGA competition policies may
accentuate this dilemma. As U.S. firms (which understandably report “I'TAR is their bible”)
increasingly must compete for work, rather than obtain sole source awards as in the past,
they may face tough competition from other teams operating without ITAR restrictions.

*”7 French White Paper (English summary), op. cit.
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Intellectual Property Protection

France adheres to the major multilateral intellectual property (IP) regimes, including
(i) the WTO Agreement on Trade-Related Aspects of Intellectual Property Rights, which
provides core IP protection and enforcement rights (including for trade secrets); (ii) the
Paris Convention for the Protection of Industrial Property, covering patents, trademarks
and industrial designs; (iii) the Patent Cooperation Treaty, protecting patents; (iv) the Berne
Convention, covering copyrights; (v) the Madrid Protocol, covering trademarks; and (vi) the
World Intellectual Property Organization (WIPO).

According to the U.S. Commercial Service, “France is a traditionally strong defender of
IP rights and has highly developed protection for IP.”*”*

In the context of French defense procurement, we are not aware of any indications or
concerns by U.S. firms that France has not recognized U.S. IP rights or allowed U.S. firms
to protect their own background IP.

Technical Standards

France is a party to the WTO’s Technical Barriers to Trade Agreement, which prohib-
its discrimination and seeks to ensure that regulations, standards, testing and certification
procedures do not create obstacles to trade. However, every country has the right to adopt
those regulatory standards it considers appropriate in areas concerning national security.
Thus, France has the discretion to, and has put in place, its own specific technical standards
for defense products that could in theory serve as a non-tariff barrier to competing foreign
products.

France’s long association with NATO also means that French military products are tied
to NATO Standardization Agreements where these exist. As discussed in Chapter 5, how-
ever, there is some prospect of increased risk that an eventual EU set of standards being
developed might become a disguised market access barrier—but there is no indication that
this is a policy result sought by France today.

In the commercial area, however, France has developed technical product standards dif-
terent from those of the United States, and “rigorous testing and approval procedures must
sometimes be undertaken before goods can be sold in France, particularly those that entail
risk. When EU-wide standards do not exist, specific French standards apply. The United
States and the EU have negotiated mutual recognition agreements covering the testing and
certification of certain specified regulated products.”*”

However, in the defense arena, we did not learn of any specific situations involving France
where technical standards were used as non-tariff barriers to protect domestic producers
and markets against foreign defense products.

¥ See “Doing Business in France: 2008 Country Commercial Guide for U.S. Companies,” U.S. Commercial Service
(2008), U.S. Department of Commerce, at p. 111. Available at: http://www.buyusainfo.net/docs/x_639864.pdf.
” “The French Investment Climate,” ( see section entitled Transparency of Regulatory System,” on website of Ameri-

can Chamber of Commerce in France. Available at: http://www.amchamfrance.org/themel.php?idcontenu=107&id
page=156&idmenu=108.



Chapter 8

Accessing the German Defense Market

Germany, more than any other country in Western Europe, has undergone enormous
change over the last two decades and its defense market has evolved accordingly.

The end of the Cold War and German reunification led to the substantial downsizing
and reorientation of a large German military force focused on territorial defense. From a
force of 285,000 active (mainly conscripts) and 360,000 reservists, Germany has reduced its
military to 250,000 active troops (mainly professional) and 300,000 reservists. The subse-
quent post-Cold War emphasis on the need for expeditionary war fighting capabilities has
caused Germany to expand its concept of defense beyond its own borders and participate
in North Atlantic Treaty Organization (NATO) and European Union (EU) expeditionary
operations around the globe. While maintaining a strong U.S. bilateral relationship and
link to NATO, Germany has fully supported the development of the European Security
and Defense Policy (ESDP) and the gradual creation of an EU defense identity.

In 2006, Germany released a new defense strategy and defense transformation plan to
address twenty-first century threats. However, domestic political and budgetary realities
are likely to constrain its ability to meet the goals outlined in its recent White Paper. At this
point, Germany’s embrace of transformational thinking is more a matter of PowerPoints
than it is a matter of strategic, operational or acquisition reality. Germany also continues
to invest in expensive legacy defense systems that are designed for a territorial defense or
are not otherwise clearly related to its expeditionary war fighting goals— the implication
being that industrial policy and jobs rather than operational requirements do have a role in
German defense acquisition.

Developed after World War II to provide the German military the full spectrum of
defense capabilities, the German defense industry emerged as a world leader in a wide range
of market sectors, including armored vehicles, submarines, electronics and optics. During
the Cold War, Germany was able to sustain multiple prime contractors in various sectors
on the back of German domestic requirements and exports to other NATO countries. With
the end of the Cold War, however, Germany faced a set of serious challenges: the decline in
demand for its defense products both at home and abroad (as Germany and other European
nations cut their defense budgets) and the unique need to integrate East German forces and
state-owned industries. As a result, the German defense industry was plagued throughout
the 1990s by excessive fragmentation and overcapacity.

Since the mid-1990s, there has been considerable consolidation at the prime contractor
level in most sectors (with land systems bringing up the rear). Similar consolidation has not
yet affected the subcontractor tiers, where each of the remaining prime contractors main-
tains a separate network of domestic suppliers—although very small by U.S. standards.
Moreover, German defense consolidation has not resulted in the same synergies and effi-
ciencies experienced by the U.S. defense industry; the consolidated firms tend to maintain
the facilities and product lines of each of the component companies to preserve employment
levels. Thus, even today, the German defense industry has significant overcapacity except in
the military aircraft market.
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The German government’s defense market policies pose significant market access challenges for
U.S. defense firms. On the demand side, German acquisition policy is largely wedded to a
traditional, status quo approach, with a primary reliance on sole source national buying
for most national systems. In contrast to some of the other Western European countries
examined, there is no apparent emerging pattern in Germany of seeking to subject any of
its major systems (even on a European basis) to international competition. The German
Ministry of Defense (MoD) is increasingly willing to consider solutions from firms in other
European countries and has significant resources tied up in European cooperative pro-
grams. However, available data shows that Germany is simply not very open to U.S. prime
level firms even on new competitive awards. In practice, German markets are largely closed
to U.S. participation, with U.S. firms having a miniscule presence on all recent major Ger-
man programs reviewed (4 percent by value overall).

The difficult environment for U.S. defense firms seeking to enter the German market
reflects a number of additional underlying market access impediments. First, U.S. defense
companies seeking to do business in Germany acknowledge the need to either team with a
German prime contractor or otherwise have a strong in-country presence. U.S. firms that
follow this model can generate sizable sales revenues, but mainly as first- or second-tier
subcontractors. Second, U.S. International Traffic in Arms Regulations (I'TAR) restrictions
are a significant issue for both the German government customer and German companies
doing business with American companies. A consistent theme among government and busi-
ness representatives in Germany was concern over the I'TAR, and associated costs, schedule
delays and risks to third-country exports. German government and business representa-
tives expressed that informal German policy and corporate strategy is to find ways around
ITAR where possible by building or relying on I'TAR-free equivalents of various systems
and components.

On the “supply” side of the market, Germany issued a Defense Industrial Policy concur-
rent with the 2006 Defense White Paper, which reflects a tension between recognizing the
growing globalization and Europeanization of the industry, on the one hand, and the need
to maintain a broad scope, autonomous German national capability on the other hand. Ger-
many has identified sixteen “strategic sectors” (each consisting of several capabilities) to be
protected from foreign competition through the exercise of Article 296 of the Treaty Estab-
lishing the European Community (Article 296 EC Treaty). The list of defense industrial
sectors in which Germany wishes to maintain system level national capabilities is striking
in its breadth. Whereas France, Sweden and, to some extent, UK industrial policies today
are choosing to maintain autonomy in only select areas, the German list of national autono-
mous areas covers most of its industry. While German officials concede that the list is too
long, it is fair to conclude that a core objective of the German policy is to maintain strong
domestic production capacity across a range of strategic capabilities.

One notable element of the new German Defense Industrial Policy is its increased focus
on review of foreign acquisitions of its defense firms (especially those with “key defense
technologies”) and its increasingly protectionist view of this type of acquisition by U.S.
firms. The German investment environment thus appears relatively closed to U.S. defense
firms seeking acquisitions of German prime contractors, but relatively open to such acqui-
sitions by firms from other European countries. There is little U.S. ownership today at
systems or major subsystem levels juxtaposed against considerable European ownership at
that level. Thus, U.S. ownership or investment—especially of more sensitive or system
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level assets—seems to have significant political implications inhibiting acquisitions above
a certain level.

Finally, the distinct “European” shift in Germany’s procurement policy is also reflected
in Germany’s relatively limited cooperative engagement in defense programs with the
United States. U.S.-German defense industrial cooperation has a long and deep history
going back to the beginning of the Cold War, when the United States was providing Ger-
many with the bulk of its equipment under the Military Assistance Plan. Since the 1990s,
however, U.S-German cooperative development programs have dwindled to a handful of
missile systems, notably Medium Extended Air Defense Systems (MEADS) and Guided
Multiple Launch Rocket System (MLRS). Germany today seems to prefer cooperative pro-
grams involving other European countries, such as Eurofighter, Eurocopter Tiger, and
various naval ship programs.

The future of the U.S.-German defense industrial relationship depends on the broader
context of U.S.-German relations and on how, within that context, Germany resolves its
ambivalent attitude toward military power and its own defense budgets.

I. Market Background

A. From Cold War to Reunification: A Sea Change in Strategic Context
and Military Strategy

As the front-line state on the NATO Central Front during the Cold War, the Federal
Republic of Germany maintained the second largest military force in the NATO Alliance
behind the United States. Germany’s forces were optimized to fight an armored-mech-
anized war along the Inter-German Border. At the peak of its strength toward the end
of the Cold War, the German military (Bundeswebr) included some 285,000 active troops
backed by 359,000 reservists. The German Army (Heer) consisted of no fewer than three
army corps, with seven armored (Panzer) divisions, four mechanized (Panzergrenadier) divi-
sions, one alpine (Gebirgs) division, and one airborne (Luftlande) division.” These were
supplemented by a Territorial Army of 26 independent brigades (8.66 division equivalents),
manned by mobilized reservists in wartime.

Faced with the overt threat of Soviet aggression, Germany was steadfast in its role as the
keystone of NATO’s European defenses—despite periodic challenges from left-wing and
pacifist groups within Germany. Germany typically invested about 3.6-3.7 percent of gross
domestic product (GDP) for defense throughout the 1970s and *80s.*” This robust spending
level was difficult to maintain after the USSR’s Perestroika led to a perceived reduction in
the Soviet threat. As can be seen in Figure 71, by the end of the 1980s Germany was devot-
ing only some 3 percent of GDP to defense, though the growth of the German economy
allowed spending levels to remain fairly constant or even grow slightly through that period.

The collapse of the Soviet Union in 1989 and the reunification of Germany that followed
in October 1990 created a profound shift in the 35-year German security status quo. In one
moment, the Bundeswebr found its primary mission rendered irrelevant at the same time it

** Figures from the IISS Military Balance, 1989-1990. By way of comparison, the U.S. Army at this time consisted of 18
active divisions, the UK just six.

! Tbid.
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confronted an entirely new set of problems—most notably the integration of the East Ger-
man National People’s Army (Volksarmee) into the consolidated armed forces of the reunited
Germany. With a front-line strength of six divisions (plus five reserve divisions), 1800 main
battle tanks and several hundred combat aircraft, the Volksarmee included 170,000 active
troops and an additional 175,000 reservists. As most of the Volksarmee’s Soviet-manufactured
equipment was obsolescent or obsolete, as well as not interoperable with the Budeswebr’s
NATO-standard equipment, it was decided to discard most of it immediately as well as to
demobilize most of its troops and retire most of its senior officers no later than 1994.*

This was a costly and complex process that involved closing (and decontaminating) super-
fluous bases in eastern Germany; demilitarizing and scrapping thousands of tanks, armored
vehicles, artillery and aircraft; retraining and relocating demobilized troops; and pension-
ing off retired officers. The problem of integrating the Volksarmee into the Bundeswebr par-
alleled in microcosm the problem faced by Germany as a whole in integrating the former
East Germany into a unified state. The cost of closing or selling the myriad state-owned
industries, of bringing infrastructure up to Western standards, of providing the East Ger-
man population with job training and the level of social welfare found in West Germany
was immense — estimated by some at more than $70 billion per year.””

As a consequence of reunification, German defense spending increased from $55.5 billion
to $58.5 billion (+4.7 percent) in 1990, in order to cover the initial costs of integration and
downsizing of the Volksarmee (see Figure 71).**" Thereafter, however, the German defense
budget fell rapidly to just $40.8 billion in 1997. As a share of GDP, the German defense
budget fell from 2.8 percent in 1990 to 1.5 percent in 1998. It remained at that level through
2002 before falling to 1.4 percent of GDP in 2003, and only 1.3 percent in 2006. Germany
thus spends less proportionally than any other country in this study, including Ttaly.””

The collapse of German defense spending mirrored a collapse in the public consen-
sus regarding defense. Absent the Soviet threat, most Germans favored reducing defense
expenditures. According to one survey, almost a quarter of all Germans questioned the need
for armed forces at all. Conscription became increasingly unpopular, and the term of service
had to be reduced from 2 years to 18 months to 12 months, and finally, to a very short and
ineffective 9 months.

Domestic economic factors also put pressures on the defense budget. On the one hand,
there was the need to modernize and reintegrate eastern Germany, which proved more dif-
ficult and took much longer than expected (to some extent, the former East Germany still
has not reached the level of economic prosperity of West Germany). This enormous chal-
lenge is in addition to long-term systemic problems such as ballooning pension and social
welfare payments (by 2030, about 30 percent of the German population will be over age 65).
The combination of circumstances—the need to pay for reunification and stimulate growth
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Only the most advanced East German equipment was integrated into the Bundeswebr, and then only for a limited
time; most notable among these were several squadrons of MiG-29 Fulcrum fighter aircraft. Though the perfor-
mance of these was comparable to the F-16 Falcon, lack of commonality with other Luftwatfe aircraft, as well as the
high cost of maintaining them, led to their disposal after just a few years of service.

* Ozgur Ozdamar, “Germany,” in K. DeRouen and U. Heo, eds., Defense and Security: A Compendium of National
Armed Forces and Security Policies, ABC-Clio, 2005, p. 255. For catalog information on this publications, see: http://
www.abc-clio.com/products/overview.aspx?productid=109845&viewid=1.

¥ SIPRI Defense Expenditures Database, constant 2005 dollars.

¥ Tbid.
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Figure 71 Germany—Defense Expenditures, 1998-2007
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in eastern Germany as well as to meet the inflation and deficit targets of the Maastricht
Treaty—created an environment unfavorable to defense spending.

Once the East German army was absorbed and disbanded, Bundeswebhr underwent very
little change through the subsequent decade. To be sure, it was increasingly recognized
that, in light of current strategic requirements, German forces were too large and ill-suited
for the kinds of missions on which it was being called (e.g., peacekeeping operations in Bos-
nia and Kosovo). Indeed, there was little in the way of large-scale training, and only a few
formations were maintained at full strength. Nevertheless, there was a reluctance to make
substantial cuts in force structure because of NATO force commitments and the political
leverage the “force in being” gave Germany in NATO and EU security discussions.

The result was a predictable “hollowing out” of German military forces. While Germany
successfully liquidated the assets of the Volksarmee and also reduced its own force structure
to comply with the Treaty on Conventional Forces in Europe, it proportionally reduced its
defense spending much more—canceling or delaying much-needed new equipment and
upgrades to older systems. Operations and maintenance (O&M) costs for rapidly aging
tanks, aircraft and other weapon systems consumed an increasing portion of the budget. To
contain costs, few divisions were maintained at full strength (many were reduced to cadres);
training and large-scale exercises were curtailed.

New Security Challenges, Budget Declines and a Changing German
Force Structure

While the German military was in serious decline, it was facing an array of new opera-
tional challenges as the German government sought to establish its position in post-Cold
War Europe. Despite considerable popular opposition and constitutional issues, the Ger-
man military began participating actively in a host of United Nations, NATO and EU-
sponsored peacekeeping, stabilization and humanitarian operations in the Balkans, Africa,
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and elsewhere. It soon became apparent that German forces were ill-trained and badly
equipped to perform such expeditionary missions—lacking the ability to sustain forces
“out of area” (i.e., beyond NATO territory).

At the same time, Germany and France became the leading exponents of the new ESDP,
as fully discussed in Chapter 5. As early as 1987, France and Germany had formed a
“Franco-German Brigade” at Strasbourg to explore the challenges of multinational com-
mand outside the NATO framework. In 1992, German Chancellor Kohl and French Presi-
dent Mitterand announced the formation of a “Eurocorps.” Inviting all members of the
then-Western European Union (WEU) to participate, the Eurocorps had three potential
missions: wartime operations under NATO command; peacemaking and peacekeeping
operations under WEU control outside the NATO treaty area; and humanitarian opera-
tions worldwide. While Eurocorps has been superseded by the EU Battle Groups, but it is
important to the German military as its most tangible contribution to the ESDP.*"’

The combination of over-commitment and underinvestment marked the 1990s as a
period of drift and uncertainty in German defense strategy, as the military sought out new
and relevant missions while trying to maintain its existing organization and force structure.

Once in office in 1999, the Schroeder government made reassessing the roles and capa-
bilities of the Bundeswebr a high priority. In May 2003, the Schroeder government issued
a “Defense Policy Guidance” that was subsequently supplemented by a “Directive on
Bundeswehr Transformation” in October 2003. Together, the two documents attempted to
lay out a new direction for German security policy and the restructuring of the Bundeswebr
into a smaller, more agile force capable of conducting out-of-area operations and able to
meet the challenges of the twenty-first century.”

The Defense Policy Guidelines called for the integration of the Bundeswebr for almost
all missions into multinational coalitions operating with a clear mandate and within the
framework of the United Nations (UN), NATO or the EU. The Directive on Bundeswebr
Transformation pointed out the need for enhanced interoperability with coalition partners
and of moving toward network-centric capabilities.

The plan called for a Bundeswebr of some 250,000 military and 75,000 civilian person-
nel.” Most of the military personnel would be long-term professionals. Universal conscrip-
tion has been retained for all 18-year-old men, but the term of service will remain just nine
months, and exemptions are extremely generous.

% ESDP was formally adopted by the EU in Cologne in 1999, during the German presidency of the Union.

*71In 2008 the European Parliament voted with a large majority a resolution proposing: “to place Eurocorps as a
standing force under EU command. With the Franco-German Brigade as its nucleus, the Eurocorps consists of
up to 60,000 troops “pledged” from six “framework” nations (Germany, France, Spain, Belgium, Luxembourg and
Poland) and seven other European nations— Austria, Greece, Turkey, the United Kingdom, Finland, Italy and
the Netherlands. Although elements of the Eurocorps have deployed to Bosnia, Kosovo and Afghanistan, only its
headquarters and staff are permanently constituted.

** See Col. Ralph Thiele, Commander, Bundeswebr Center for Analyses and Studies, “Bundeswebr Transformation—
Towards 21st Century Transatlantic Partnership”, Heritage Foundation/Konrad Adenauer Foundation Roundtable,
Washington, DC, Oct. 31, 2003.

*” German Federal Ministry of Defense, White Paper 2006 on German Security Policy and the Future of the
Bundeswebr (White Paper) (Bonn) 2006, at p. 69.
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Table 32 Bundeswehr Force Structure, 1990 vs. 2010

1990 2010 1990 2010
Active Manpower 285,000 250,000
Conscripts 200,000 25,000
Reservists 359,000 300,000

Air Force

Army Fighter Wings 2 3
Corps HQ 3 1 Fighter-Bombers Wings 10 2
Panzer Divisions 7 2 Reconnaissance Wings 1
Panzergrenadier Divisions 4 1 Special Operations Wing 0 1
Mountain Divisions 1 0 Transport Wings 2
Airborne Divisions 1 1 Navy
Special Operations Div 0 1 Long-Range Frigates 4
Helicopter Regiments 9 6 Logistic Support Ships 0

Source: David C. Isby, Armies of NATO’s Central Front, Jane’s (N.Y.) 1985; White Paper, op. cit.

The Schroeder government’s transformed force, as revised by the Merkel government™,

has been divided into three elements: a 35,000 man Response Force; a 70,000 man Stabiliza-
tion Force; and a 147,000 man Support Force.

* The Response Force, intended for “high-intensity, joint network-enabled opera-
tions and evacuation operations,””” consists entirely of long-term professionals, and
is earmarked for various international commitments, including: 15,000 for the NATO
Response Force; 18,000 for the European Headline Goals and the EU Battle Groups;
1,000 for the UN Standby Arrangement System, and 1,000 for humanitarian opera-
tions. A comparison of the “old” and “new” Bundeswehbr is presented in Table 32.

* The Stabilization Force consists of one Panzer and one Panzergrenadier divi-
sion, some elements of which are deployable as follow-on reinforcements for the
Response Force while others are primarily responsible for territorial defense.

* The Support Force consists mainly of logistic units assigned either to the divi-
sions or the newly organized Joint Support Command; most of the conscripts will
be assigned to the Support Force and cannot be deployed outside of Germany.*”

Army reserve forces are being reorganized to support the new structure and missions,
but given their level of training and political sensitivities involving their use, it is unlikely
that they would ever be deployed outside of Germany, being used, instead, to backfill any
openings created by the deployment of the Response and Stabilization forces.

Significantly, the Defense Policy Guidance did not envisage a substantial increase in the
defense budget, which would remain fairly constant between €24 and €25 billion ($30-32
billion), or somewhat less than 1.5 percent of GDP.

" Ibid. p. 80.
! bid. p. 80.
2 Ibid. pp. 90-91.
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Unfortunately, neither the Defense Policy Guidance nor the Directive on Bundeswehr
Transformation had the authority of an official Defense Policy White Paper. The Schro-
eder government had difficulty achieving the consensus necessary for this significant step.
Thus, not surprisingly, little was done to advance the objectives of either document before
the Schroeder government stepped down in 2005.

Subsequently, Chancellor Angela Merkel’s government continued the work of the Schro-
eder government, and published a formal White Paper 2006 on German Security Policy and the
Future of the Bundeswehr’”’ —the first such document issued by the German government in
12 years. Based mainly on the 2003 Policy Guidance, the White Paper represents an agreed
vision of a comprehensive national security strategy that can form the basis for the trans-

formation of the German military.
Among the key points of the White Paper:

* Germany faces a wide array of threats, including terrorism, proliferation of weap-
ons of mass destruction, economic and cyber warfare, and an array of asymmetrical
threats in addition to conventional attack on the German homeland.

* Germany’s defense therefore can begin far from Germany, and defensive actions
may require German intervention far outside the NATO area.

* German forces will operate only as part of a multinational coalition legitimately
formed under the auspices of the UN, NATO or the EU; Germany neither accepts

nor has the capability to engage in unilateral military operations.

* The Transatlantic relationship “remains the foundation of Germany and Europe’s
common security”; the NATO Alliance remains the cornerstone of German security
policy, and “the bonds between Germany and the United States must be continually
cultivated and deepened through mutual consultation and coordinated action.”

* A primary security goal is strengthening “the European area of stability through
the consolidation and development of European integration and the EU’s active
neighborhood policy.” The White Paper thus points to the EU as an emerging
center of gravity for European defense and security affairs, as Germany seeks the
ability to “militarily plan and lead ESDP operations autonomously... to do this it
should be able to draw on force structures of its own, at least to a limited extent.”*”*

The White Paper also codified the idea of transforming the Bundeswebr into a smaller,
lighter military focused primarily on low intensity expeditionary operations, consisting of
a small, highly professional rapid reaction force; a larger and deployable sustainment force;
and a logistic support force consisting mainly of conscripts and reservists.

Viewed in context, the principal role of the Bundeswebhr remains the territorial defense
of the Federal Republic. However, a host of additional missions have been added, includ-
ing peacekeeping and peace enforcement; stabilization and reconstruction; and humanitar-
ian assistance. As the German constitution limits the Bundeswebr strictly to “defensive”
operations, the participation of the German military in combat operations in Kosovo and
Afghanistan was extremely controversial and required a series of court rulings resulting in
the doctrine that the defense of Germany may begin on the other side of the world — explicit

** Ibid.
“* Ibid.
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recognition of the interconnectedness of Germany in a globalized economy. Germany has
also signed on to the equally controversial “obligation to protect™; i.e., the duty of countries
to intervene in other countries to protect innocent people from genocide or death from
neglect in cases of famine and other national disasters.

The Air Force and Navy are also being reorganized as part of the force transformation.
With the introduction of the Eurofighter, the Luftwatfe will retire its remaining Tornado
strike fighters and F-4F Phantoms, leaving it with just a single type of combat aircraft orga-
nized into six combat wings, one reconnaissance wing, and one special operations wing. The
biggest change is a substantial increase in tactical and strategic airlift capability through
the introduction of the A400M and A310 aerial refueling tankers, which will allow Ger-
man military units to self-deploy out of area. The Navy in its turn is expanding it horizons
beyond the Baltic Sea by acquiring long-range, multimission frigates and logistic support
ships that will allow the Navy to support Bundeswebr and coalition operations outside the
NATO operating area.

The Situation Today: Domestic Constraints on German Security Objectives

In sum, the new envisioned Bundeswebr has the potential to become a valuable contribu-
tor to Europe’s common defense and the maintenance of international order. However, for
this vision to be translated into reality, Germany will have to develop a political consensus
on the use of force and apply additional resources. To date, there has been little political will
to move in either of these directions, with security taking a back seat to the financial crisis
and other economic, social and environmental objectives.

Politically, there does not seem to be much support for the active role outlined for the
Bundeswebr in the White Paper. While Germany has continued to participate in a wide
range of international peacekeeping, stabilization, and peace enforcement missions, the
activities of its troops have been severely circumscribed by operational “caveats” defining
what they may and may not do. This has been the cause of friction with Germany’s Inter-
national Security Assistance Force partners in Afghanistan, where German troops have
been prohibited by their government from taking “offensive” action against Taliban and al-
Qaeda forces, and have on several occasions been prevented from going to the aid of other
coalition forces under attack in neighboring areas of operations. This has been a cause of
some frustration within the German military, whose officers and increasingly professional
enlisted soldiers are eager to demonstrate their willingness to fight proficiently in battle.*”
Overriding the caveats has been difficult, despite widespread criticism of German policy,
because there is a strong domestic opposition to placing German troops in harm’s way
under any circumstances, which in turn places the credibility of the White Paper’s strategic
posture in doubt.

Finally, the White Paper does not address in any detail the resources needed to effect the
kinds of transformation it outlines and there is little prospect that Germany would increase
its defense spending—which is needed—to achieve its force transformation goals. Despite
German statements over the years committing itself to real increases in defense spending

> See, for example, ISAF Video Tele Conference: Interview With Major General Bruno Kasdorf, Chief of Staff, ISAF
Headquarters, Oct. 11, 2007 (available at: http://www.nato.int/isaf/docu/speech/2007/sp071011a.html ) and “Ger-
many’s Non-Combat Caveats to Be Reviewed by NATO,” DW-World.de, Nov. 28, 2007 (available at http://www.
dw-world.de/dw/article/0,2144,2250071,00.html).
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Figure 72 European Defense Expenditures as Percentage (%) of GDP
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(both in absolute terms and as a share of GDP), in reality German defense spending has
continued to decline. As shown on Figure 72, by way of context, the German defense budget
fell from 2.8 percent of GDP in 1990 to 1.5 percent in 1998; the budget remained at that
level through 2002, before falling to 1.4 percent of GDP in 2003, and to only 1.3 percent
in 2006. Germany thus spends less proportionally than any other country in this study,
including Italy.

In fact, Germany’s ability to increase defense spending is seriously constrained by the
explosive growth of its social welfare programs— particularly pensions (by 2025, more than
30 percent of the German population will be over age 65), sluggish economic growth, and
debt limits imposed by the Maastricht Treaty.

Thus, as Germany struggles with the global financial crisis and resulting economic
downturn, any near-term increases are unlikely, which in turn makes it difficult to see
how Germany will be able to translate the defense transformation objectives laid out in the
White Paper into operational and acquisition realities.

Also problematic for the future is Germany’s chronic underinvestment in defense
research and technology (R&T). All European countries tend to spend less of their defense
budgets, proportionally, on R&T than does the United States. However, Germany is excep-
tional for how little of its budget is spent toward the development of new technologies and
capabilities. In 1989, for example, Germany spent just $3.1 billion out of $51 billion (in 2005
dollars) on defense research, only about 6 percent. By 2002, this had fallen to only $0.75
billion of $40 billion, or barely 2 percent.”” Several factors account for this. First, Germany

% See J. Bialos and S. Koehl, eds., European Defense Research and Development: New Visions and Prospects for Cooperative
Engagement, Johns Hopkins-SAIS Center for Transatlantic Relations (Washington, D.C.), 2004.
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has maintained an excessively large and aging force structure that consumes an increasing
share of the budget in O&M costs. Second, O&M costs are being driven up by Germany’s
unprecedented overseas commitments, for which neither the budget nor the German mili-
tary is properly structured. Third, the transition from a mainly conscripted force to a pro-
fessional, volunteer military has been driving up personnel costs. With Germany commit-
ted to a number of large, multinational procurement programs such as A400M, Eurofighter,
Eurocopter Tiger and Multi Role Armored Vehicle (MRAV)/Boxer, as well as to a number
of prominent national programs such as the U-212 class submarines, the K-124 Corvette,
the F-125 Frigate and the Puma infantry fighting vehicle, the defense budget is under severe
pressure. The loser in this equation is the R&T budget; Germany apparently looks to the
establishment of an integrated European defense R&T program under the aegis of the EDA
as a means of at least partially ameliorating the shortfall.””

The U.S.-German Security Relationship: A Longstanding Anchor of NATO

Throughout the Cold War era, relations between the United States and Germany were
generally close, whether Germany was ruled by the Social Democrats or the Christian
Democrats. The prevalence of the Soviet threat had established a strategic consensus
between the two countries that managed to weather a series of sporadic crises, including
German opposition to the Vietnam War, the nuclear disarmament movement in the 1980s,
and opposition to sanctions against Iraq in the 1990s. German-American relations were
strengthened in the immediate post-Cold War period by U.S. support for German reuni-
fication.

But, under the Social Democratic government of Gerhard Schroeder, U.S.-German rela-
tions reached their nadir due to German opposition to the U.S. invasion of Iraq and antipa-
thy to U.S. President George W. Bush. For its part, the United States objected to what it
perceived as German obstructionism in dealing with Saddam Hussein, Germany’s under-
investment in the common defense, and its failure to pull its weight in Afghanistan and
elsewhere. Both sides recognized the situation had deteriorated, and the election of Angela
Merkel as Chancellor created an opportunity to mend political fences.

However, beyond Iraq, there have been other gradually emerging differences in per-
spective between Germany and the United States—especially as Germany has developed
a close relationship with France over the years. There has been some drift on issues such as
America’s role in the world, the emergence of the EU and ESDP as the focus for European
security, and the use of force. Since the accession of Angela Merkel, relations have improved
considerably but the underlying questions have not been resolved. Although Chancellor
Merkel is much more devoted to the Transatlantic relationship than Schroeder was, the
structure of her coalition tends to limit the steps she can take to improve relations.

It must be noted that even during the lowest point of U.S.-German relations in 2004-
2005, the working relationship between the German and United States military forces
remained close. In some ways, military-to-military relations have never been better, par-
ticularly as German and U.S. commanders work together in Afghanistan.

7 See, e.g., German Defense Industries Committee, Position Paper of the German Security and Defence Industry Regard-
ing the European Defence Agency, Document D 0037-E, Federation of German Industries, August 2006.
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Figure 73 Total U.S. Trade Flow With Germany (Billions of Dollars—$)
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Legal Frameworks for Defense Industrial Cooperation

U.S.-German armaments cooperation has longstanding legal underpinnings. Germany
has the special benefit of several bilateral agreements with the United States to ease the
flow and speed of defense trade and cooperation between the nations. Of particular note,
the two nations are parties to a reciprocal defense procurement Memorandum of Under-
standing (MOU) regarding defense procurement, which provides, among other things, that
Germany and U.S. defense suppliers, respectlvely, are treated in principle no less favorably
in regard to procurement than domestic companies.’

U.S.-German Defense Trade and Industrial Cooperation

Germany is a major U.S. trading partner in the broader economy, with trade flows
averaging about $150 billion per year (see Figure 73). The balance of trade is generally in
Germany’s favor, with U.S. imports from Germany nearly double German imports to the
United States in recent years. Overall, the United States typically runs a trade deficit with
Germany of about $45 billion.

Although Germany has long been a major customer for U.S. defense products, as well
as a partner in a number of major cooperative development programs, defense trade with
Germany is only a small fraction of overall U.S.-German trade. In the defense market, the
United States consistently posts trade surpluses of $300-700 million per year (see Figure
74). While the United States exports a wide range of systems and subsystems to Germany,

** See 1991 amendment to MOU (noting that covered “procedures will follow the principles that foreign suppliers shall
be treated the same as domestic suppliers.”). Available at: http://www.acq.osd.mil/dpap/Docs/mou-germany.pdf.
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Figure 74 U.S.-German Defense Trade (Billions of Dollars—$)
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including radar, missiles, avionics and electronics, German exports to the United States
tend to occupy distinct niches in which German companies have unique products (e.g.,
lightweight tank tracks, high-frequency signals intelligence) or a competitive advantage
(precision optics).

The Historical Context

As noted, the Bundeswebr was rapidly reconstituted in the 1950s using U.S. equipment,
including M47 and M48 main battle tanks, Fletcher and Charles F. Adams class destroyers,
and above all, combat aircraft including the F-86 Sabre and F-84 Thunderjet. This experi-
ence gave the German military a strong preference for U.S. technology.

As the German defense industry matured, Germany became first a supplier of compo-
nents for U.S. systems and then a co-producer of major systems, including guided mis-
siles such as the AIM-9 Sidewinder. German participation in the Starfighter Consortium
(discussed below) was a major effort for German aerospace and pointed the way toward
turther cooperation on a joint development program for a futuristic tank called MBT-70.
The MBT-70 program eventually failed—both because it incorporated too many immature
technologies and because, with very different perspectives on the role of the tank, Germany
and the United States had difficulty harmonizing their requirements. The program was
cancelled and each country then established independent national tank programs (Leopard
IT and M1 Abrams) that incorporated much of the technology developed through MBT-70.

In many ways, MB'T-70 was the high point of U.S.-German defense industrial coopera-
tion. As noted, Germany declined to participate in the F-16 Falcon Consortium in favor of
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developing the European Fighter Aircraft and the Panavia Tornado. Germany did buy sev-
eral hundred F-4F Phantoms in 1973 as gap-fillers when the Tornado was delayed. However,
that purchase marked the last major weapon system procured from the United States—with
the exception of four battalions of Patriot air defense missiles.

Since the late 1970s, the primary bilateral defense cooperative programs involving joint
ventures between U.S. and German firms have been more modest—mainly focused on the
development of new guided missiles. These include:

* Medium Extended Air Defense System (MEADS)
* NATO Enhance Sea Sparrow Missile (ESSM)

* Rolling Airframe Missile (RAM)

* Guided MLRS (G-MLRS)

* AGM-88 Block-6 High Speed Anti-Radiation Missile (HARM) Precision Naviga-
tion Unit (PNU)

Past U.S.-German cooperative programs have been marked by a number of significant
problems. MBT-70 suffered from overly ambitious goals and difficulties in requirements
harmonization. RAM was plagued by serious technical problems and program delays,
despite the missile’s extensive use of non-developmental items. All of these programs were
affected by funding turbulence on the European side, and lukewarm commitment by the
United States.

There are now no “big ticket” U.S.-German cooperative programs such as F-35 Joint
Strike Fighter—nor have there been since the late 1960s. Discussions concerning joint
development of major systems including armored fighting vehicles, artillery and surveil-
lance aircraft have foundered on key issues such as requirements harmonization, budgets,
technology transfer, or work share arrangements.

U.S. German Defense Cooperation Today

Like a number of other countries studied, the DoD has signed a Declaration of Principles
(DoP) with Germany. The DoPs are non-binding bilateral agreements on defense industrial
cooperation. The U.S. signaled its willingness to enter into the DoPs on a nation’s approach
to the so-called “Five Pillars of Compatibility and Confidence” —that is, five factors that
describe the willingness of the United States to engage in deepened defense industrial rela-
tionships with other countries: 1) export controls commonality and reciprocity; 2) indus-
trial security commonality and reciprocity; 3) intelligence cooperation; 4) law enforcement
cooperation; and 5) guaranteed reciprocity of access to defense markets. The DoP signing
initiated a process of bilateral working groups designed to facilitate strong cooperation. To
date, no firm agreements have been reached under the DoP.

U.S.-German defense industrial cooperation today remains not robust, but no worse
than it has been for the past several decades. Despite tense geopolitical relations between
2003 and 2005 as Operation Iraqi Freedom proceeded, U.S.-German defense industrial
cooperation did not suffer any severe disruptions. Instead, the established programs have
continued. As indicated on Table 33, however, there have been only a few new programs
initiated over many years.
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Table 33 Ongoing U.S.-German Cooperative Programs

U.S. German
Program Initiated  Description Companies Companies Status
AGM-88 High Speed Anti-Radiation 1998  Anti-radar Missile Raytheon  Diehl-BGT MBDA- Production
Missile (HARM) Block 6 PNU Deutschland
AIM-9 Sidewinder 1960s  Air-to-Air Missile Raytheon  Diehl-BGT Production
EuroHawk 2005 High-Altitude Long Northrop  EuroHawk GmbH Development
Endurance UAV Grumman
Guided MLRS 1998  Guided artillery Lockheed  Euro Rocket System Production
rocket Martin GmbH
Medium Extended Air Defense 1996  Ground-based air- Lockheed EuroMEADS GmbH Development
System (MEADS) and-missile defense Martin
RIM-116 Rolling Airframe Missile 1995  Shipboard air Raytheon  RAM-System GmbH Production
(RAM) defense
RIM-7PTC NATO Evolved Sea 1996  Shipboard air Raytheon  RAM-System Gmbh Production
Sparrow (ESSM) defense TDW Gesellschaft

There also have been very few bottom-up joint ventures since 2000, when General
Dynamics Land Systems and M'T'U formed Performance Diesels LLC to pursue the engine
contract on the U.S. Army’s abortive Crusader self-propelled gun. Two newer ventures
include: the EuroHawk, a “Europeanized” version of the Global Hawk high-altitude long-
endurance unmanned air vehicle (UAV) for intelligence, surveillance and reconnaissance
(ISR); and a joint venture between Diehl and Raytheon Missile Systems GmbH, formed in
2004 to overhaul and upgrade older versions of the AIM-9 Sidewinder for export customers.

b. Bilateral Market Access Issues

Based on interviews with market participants, there is considerable dissatisfaction in the
German industry and government regarding the U.S. procurement system and U.S. export
controls. Both see the U.S. system as being inherently protectionist. The proof in the pud-
ding, they say, is that most of their efforts to penetrate the U.S. market have failed. There-
fore, they argue, the U.S. market is effectively closed except for some specialty products.
They point to U.S. domestic content laws such as the Buy American Act and the Berry
Amendment, which, even if generous exemptions are made for NATO Member States,
reflect, in their view, an attitude of preference for U.S. systems.

In almost every meeting with German industrial and government representatives, the
ITAR process was represented as slow, opaque and arbitrary. According to market par-
ticipants, even when technical assistance agreements are issued, the delays imposed by the
process make it difficult to rely upon U.S. companies as suppliers on time-critical projects.
While German government representatives did not go so far as to support an “I'TAR-free”
procurement policy, many saw such a policy developing in a de facto manner as European
firms develop work-arounds and other equivalents for technology denied by the United
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States. They pointed in particular to how U.S. technology restrictions have resulted in the
development of autonomous European-based industrial capabilities. Many suggested the
security of supply and global license provisions of the new European Commission (EC)
Defense Package had the potential to jump-start an I'TAR-free initiative within Europe that
would amount in fact to a European preference in defense procurement.

U.S. defense firms interviewed had very consistent views that were mirror images of
those held by German government and industry representatives. They perceive, and report
the following:

* At the prime contractor level, the German market is largely closed to U.S. compa-
nies—not because of any overt regulatory discrimination, but because of a relatively
closed and non-competitive German procurement system. There is an unspoken
German policy to maintain control over almost all aspects of defense procurement.

* At the first- and second-tier subcontractor level, the market is more open. The key
to success, one company representative said, is to let the Germans lead or “carry the
flag”; i.e., pick a German company as prime contractor and establish a long-term
strategic relationship. At the same time, many companies found German bureau-
cracy and regulations tedious and time-consuming, though not usually employed in
an overtly discriminating manner.

* At lower sub-tier levels, however, the market is largely closed to smaller companies
because each German defense company has its own proprietary set of preferred
suppliers.

Future Outlook

The future of the U.S.-German defense industrial relationship depends on the broader
context of U.S.-German relations and on how, within that context, Germany resolves its
ambivalent attitude toward military power and its own defense budgets. Despite issuing the
White Paper, Germany has not been able to fully fund the defense transformation it out-
lined, which in turn will put added stress on the defense industry in the near future.

II. The German Defense Market: Supply and Demand Dynamics

The German Defense Industry

Like the German military, the German defense industry has undergone significant evo-
lution since the end of the Cold War. Yet, in many ways, it remains unchanged as compared
to several of its neighbors.

The Cold War Revitalization of Germany’s Defense Industry

At the end of World War II, most of the established German armaments companies
were either liquidated or converted to civilian production. When the German military was
reestablished in the mid-1950s in response to the increasing Soviet threat, Germany was
almost totally dependent on foreign military assistance from the United States and the
other NATO Allies for major weapon systems, including tanks, artillery, aircraft and ships.



Accessing the German Defense Market 371

Gradually, the old firms—Krupp, Thyssen, Henschel, Krauss-Maffei, Messerschmidyt,
Dornier, Blohm & Voss, HDW —were brought back into the defense business, first as sup-
pliers, then with licensed production of U.S. and other systems, and finally as standalone
designers and developers of major weapon systems. By the 1960s, Germany was capable of
developing and producing outstanding designs of small arms, ordnance, armored fighting
vehicles, surface ships, submarines and helicopters, many of which were sold to other coun-

tries within NATO.

Land combat systems became the backbone of the German defense industry. With its
Leopard I and II, Germany developed two of the best tanks in the world, in the same class
with the U.S. M1 Abrams and the British Challenger II. The Leopard family of tanks
enjoyed considerable export success, having been adopted by many NATO countries (Brit-
ain, France and Italy, each of which has its own national tank, being the principal exceptions)
as well as by Sweden, Switzerland, Finland, Singapore, Austria and Chile. The Leopard II’s
120mm smooth-bore gun was later adopted by the United States on the M1Al version of
the Abrams tank.

Germany also became a world leader in diesel-electric submarines, with the HDW and
Thyssen shipyards between themselves competing for the majority of the (non-Soviet)
global submarine market. Beginning with small, coastal submarines intended for operations
in the Baltic Sea, and drawing heavily on late World War II U-boat technology, the two
German shipyards developed a wide range of short- to medium-range submarines intended
to meet the requirements of a broad customer base. Indeed, more than 58 examples of the
HDW Type 209 have been sold to 13 countries. Intended exclusively for export and built in
five different versions, the Type 209 is the most prolific non-Russian submarine built since
World War II.

Germany also became a leader in small and medium surface combatants, and maintained
its traditional leading role in defense electronics and especially optics. German firms later
branched out into new specialized areas such as robotic underwater vehicles for mine coun-
termeasures operations

The one area in which Germany did not attempt to re-assert its pre-war capability was
modern combat aircraft. Throughout the 1950s, the Luftwaffe was equipped almost entirely
with U.S. aircraft, with companies such as Messerschmidt and MBB sometimes produc-
ing components and subsystems under license. In the 1960s, Germany stepped forward by
joining the Starfighter Consortium with Belgium, the Netherlands, Italy and Canada to
produce the highly advanced F-104G Starfighter multirole fighter under license from Lock-
heed Corporation. Under the consortium, each of the participating countries produced var-
ious elements of the aircraft, which were then assembled and used by all. From an industrial
perspective, the consortium was a tremendous success, producing 1,122 aircraft. However,
the Starfighter was very controversial within Germany because of its high accident rate.

Nonetheless, the experience seems to have convinced Germany that maintaining an
indigenous fighter aircraft development capability was beyond its resources. All subsequent
German fighters were developed through multinational cooperative programs, including
the Panavia Tornado and the Eurofighter Typhoon. The one major exception to the rule was
the acquisition of the F-4F, a simplified version of the McDonnell Douglas Phantom, pro-
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Table 34 Major German Defense Companies, Pre-1989

Land Systems Naval Systems Aircraft and Missiles
Company Sector Company Sector Company Sector

Porsche Tanks, AFVs HDW Submarines Dornier Aircraft
Henschel AFVs Nordseewerke Ships Messerschmidt  Aircraft
KUKA AFVs Blohm & Voss Ships LFK GmbH Missiles
MAK AFVs Rheinstahl Ships Diehl BGT Missiles
Rheinmetall Ordnance Lurssen Patrol Craft MBB Helicopters
Heckler & Koch  Ordnance Thyssen Submarines

Krauss-Maffei AFVs

Wegmann AFVs

cured directly from the United States under the “Peace Rhine” program,*” mainly because
of delays in the Tornado program. It is also significant that, when the United States initiated
the Multinational F-16 Consortium in the 1970s as a follow-on to the Starfighter Consor-
tium, Germany declined to participate— having already decided to team with other Euro-
pean countries to develop European Fighter Aircraft (eventually the Eurofighter Typhoon).

By the 1980s, therefore, Germany had a large and diverse defense industry capable of
designing and producing almost the full range of modern weapon systems. There were mul-
tiple German competitors in each market segment (see Table 34). These companies were
supported by a large array of small second- and third-tier subcontractors, many family-
owned and providing a very narrow range of products and services. This large and frag-
mented defense industrial landscape was sustainable through the 1980s for a number of
reasons. Fundamentally, the Bundeswebhr was a large, viable domestic customer and Ger-
many had become a major export supplier to other NATO countries. Moreover, the Ger-
man government took a highly proprietary and protectionist interest in the defense indus-
try, typically favoring German-developed or co-produced systems, except when no other
alternative was available. Politically as well, Germany needed to maintain a strong defense
industry, together with its high wage employment base, to sustain support for its relatively
high defense budget across the Cold War period. At its peak, the German defense industry
employed more than 120,000 workers and generated approximately $6 billion in turnover.

Post-Cold War German Defense Industrial Consolidation and Downsizing

With the end of the Cold War, demand for all defense goods dropped significantly, par-
ticularly for systems such as main battle tanks, which had been the backbone of the German
defense industry. For example, in the German military vehicle sector alone, employment
declined from 44,000 to 10,000 between 1989 and 2000.™ By the mid-1990s, consolidation

*? The aircraft were assembled in St. Louis by McDonnell Douglas, with major subassemblies built by MBB and MTU
in Germany.

* H. Baumann, “Consolidation of the Military Vehicle Market in Western Europe and the United States,” Background
Puaper on the SIPRI Yearbook— 2003, Stockholm International Peace Research Institute (SIPRI), Stockholm, 2003.
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was inevitable. This occurred in two distinct waves: the aerospace industry followed by
ground combat system suppliers.

The aerospace consolidation involved a two-stage process, wherein smaller German
companies were first absorbed into larger ones. Notably, Dornier and MBB were absorbed
into DaimlerChrysler Aerospace AG (DASA), which in its turn divested most of its defense
holdings to the European multinational European Aeronautic Defense and Space (EADS)
Company formed in July 2000 by the merger of Aerospatiale Matra SA (France), CASA
(Spain) and DaimlerChrysler Aerospace AG (Germany).

Since the formation of EADS, most of the remaining German aerospace companies have
been absorbed by it or one of its subsidiaries. For instance, the missile company LFK GmbH
was first acquired by EADS in 2000, then sold to the EADS missile subsidiary MBDA in
2006. Similarly, helicopter manufacturer MBB was acquired by DASA and then transferred
to the DASA-Aerospatiale joint venture Eurocopter in 1992, which became part of EADS
in 2000. Notably, in many of these cases, the former German companies remain largely autonomous
within their multinational conglomerates. MBB still exists as Eurocopter Deutschland GmbH
within the structure of EADS Eurocopter, while LFK GmbH is still a distinct entity under
the name MBDA Deutschland. Though ostensibly “multinational,” these companies func-
tion more in a “multidomestic” manner—autonomous German companies under foreign
ownership and management.

It is also important to note that EADS is not a “German” firm in ownership, but a mul-
tinational firm with shares held by the French State and Daimler directly and held by the
French and Spanish states indirectly via holding companies.

Consolidation in naval shipbuilding took longer to accomplish, but was largely completed
by 2004, when all of Germany’s major shipyards (HDW, Nordseewerke, Blohm & Voss and
Rheinstahl) were acquired by the ThyssenKrupp Group.

The consolidation in the land systems market has moved more slowly. In the early 1990s,
there were seven distinct ground systems prime contractors in Germany. Today, there
are just three: Rheinmetall Defense, Krauss-Maffai Wegmann (itself formed by the 1998
merger of Krauss-Maffei Wehrteknik and Wegmann & Co.); and Diehl-BGT Defense.
Rheinmetall Defense, which absorbed MAK, KUKA, and Henschel Wehrteknik, special-
izes in light vehicles, small- to medium-caliber ordnance, and defense electronics, while
Krauss-Maffei Wegmann builds main battle tanks and other heavy vehicles, large-caliber
ordnance and air defense systems.”” Diehl-BGT Defense, in contrast, is focused on guided
munitions, electronics, unmanned air vehicles and other advanced technologies. That these
businesses are privately held by family interests has complicated further consolidation.

Organizationally, at the prime contractor level, the German defense industry today
appears to have consolidated in accordance with new market realities. In actuality, however,
it is still plagued by overcapacity due to the unwillingness of the German government to
allow the newly consolidated prime contractors to rationalize and streamline their opera-
tions by closing redundant plants, reducing workforce, and achieving synergy by closer
internal integration.

" "This division of labor resembles that which existed in the U.S. between General Dynamics Land Systems (GDLS)
and United Defense before GDLS expanded into the light armored vehicle market.
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In short, the old German defense industrial structure still largely survives underneath
the veneer of the new, with the same basic problems unresolved. This extends to the second
and third tiers, where similar consolidation has not taken place—in large part because each
of the newly reorganized prime contactors has retained the existing fragmented supplier
networks of its subsidiary companies.

The leading German defense companies are listed in Table 35. (As noted above, EADS is
a European multinational firm with several subsidiaries located in Germany; EADS shares
are not fully held by German sources.)

German Acquisition Policy: A Tension Between Transformational
and Legacy Systems

German acquisition policy also has evolved over the years. The 2006 German White
Paper spells out German acquisition priorities within the context of the new defense trans-
formation plan, with much more emphasis on strategic mobility, deployability, and sustain-
ability out of area. The requirement to participate in high-intensity coalition operations
mandates the acquisition of network-centric capabilities, including: ISR platforms; secure
tactical communications systems; broadband satellite communications capabilities; and
interoperable data networks. The need to operate out of area for extended periods requires
the acquisition of strategic air- and sea-lift capabilities, tactical transport vehicles, and addi-
tional transport helicopters.

While conceptually sound, many of the specific programs were already on the books—in
effect, the White Paper primarily ratified existing German procurement priorities. These
include such programs as the A400M transport, the Tiger multirole helicopter, the F-125
class frigates, and the Boxer/MRAV wheeled armored personnel carrier.

Also, Germany continues to face tension between its transformational goals and the con-
tinuation of legacy programs that reflect older territorial missions such as the new Lynx
infantry fighting vehicle, the PzH.2000 self-propelled gun, the Eurofighter Typhoon, and
the U-212 class of air-independent propulsion submarines. For example, the Eurofighter is
the leading German defense program, accounting for more than $1 billion over the past
three years.

In ground systems, as well, this tension exists. Germany is still pursuing Leopard II
upgrades although it is unlikely any German tank regiment would ever deploy outside of
Germany or meet any comparable threat. Germany also is developing the Puma Infantry
Fighting Vehicle as a replacement for the aging Marder. A state-of-the-art tracked infantry
fighting vehicle equal or superior to the Bradley Fighting Vehicle, Puma is still too large to
be transported by air, even in an A400M, and funding for its development and production
competes with the lighter, more transportable Boxer/MRAV wheeled armored personnel
carrier, a vehicle much better suited to the types of expeditionary scenarios outlined in the

White Paper.

A review of the relative distribution of Germany procurement funding relative to the
requirements in the White Paper creates an impression that some programs may be less
driven by operational need than by industrial policy; i.e., the need to maintain some capa-
bility in low demand areas such as tank manufacturing, submarine design and development,
and light armored vehicles.



Accessing the German Defense Market 375

Table 35 Leading German Defense Companies, 2008

Revenues
(Million of
Name Dollars-$) Employment Market Sectors
EADS* 4,079.7 41,000 Aircraft, Ground Combat, Electronics, Space
ThyssenKrupp Marine 2,860.0 9,300 Ships, submarines, electronics
Rheinmetall 2,587.8 18,800 Ground Combat Systems, Ordnance
Krauss-Maffei Wegmann 1,914.7 2,800 Ground Combat Systems
Diehl BGT Defense 9721 1,800 Ground Combat, Electronics
MTU Aero Engines 500.0 6,000 Aircraft propulsion
Heckler & Koch 195.0 700 Small Arms

*Only in Germany; revenues estimated.
Souce: DACIS.

In all events, Germany’s defense spending trajectory—likely to be exacerbated in the
context of the current global financial crisis and recession—will probably force choices
between transformation and legacy systems. Meeting the White Paper’s procurement goals
would have been possible had Germany increased or at least maintained its defense budgets
at their 2004 level. Since the implementation of the new White Paper, however, German
defense spending has actually decreased in real terms, from $38.8 billion to $36.9 billion in
constant 2004 dollars.”” As the German economy slows in response to the global financial
crisis, it seems likely further reductions will ensue, with the inevitable program slippage and
cuts in production. Reductions in German R&T funding (averaging less than $1 billion per

annum’”) also point to declining levels of innovation in future German defense systems.

Germany’s Defense Industrial Policy: Issues of Nationalism and Realism

Germany’s evolving policy on the sustainment of its defense industry reflects a tension
between recognizing the growing globalization of the industry and the need to maintain a
broad autonomous national capability. It also raises questions of realism: German notions of
the wide range of national capabilities they need to maintain appear to be misaligned with
budgetary realities.

These tensions are apparent in the 2006 German White Paper. On the one hand, the
White Paper highlights the trend toward a European wide industry:

A modern Bundeswebr requires an efficient and sustainable defence industry base.
This will need to be defined increasingly in a European context, given the limited
national resources and restrained national demand. Political, military and eco-

302

SIPRI Defense Expenditures Database, Supra.
% SIPRI Yearbook, 2001, 2003.
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nomic aspects make in-depth cooperation highly important for the EU Member
States to meet the materiel requirements of their armed forces. For this reason,
the development of a European armaments policy is a central goal in establishing
and expanding the European Security and Defence Policy.*

On the other hand, the White Paper states that:

Germany needs to maintain “indigenous defence technology capabilities in order
to co-shape the European integration process in the armaments sector. These
will guarantee cooperability and assure an influence in the development, pro-
curement and operation of critical military systems. Only nations with a strong
defence industry have the appropriate clout in Alliance decisions.

The political leadership and industry must jointly define the strategic position-
ing of German defence technology in Europe. The federal government will do its
utmost in this regard to preserve a balanced mix of defence technology, including its
high-technology areas, in Germany. National consolidation, such as is taking place
in the shipbuilding industry, is preparing Germany’s defence technology enter-
prises to suitably position themselves for the restructuring process in Europe.’”

(Emphasis added.)

In 2007 Germany developed its own defense industrial policy, intended to provide guid-
ance to industry in light of its limited budgetary resources, the ongoing consolidation of
the defense industry across Europe, and the emergence of a nascent integrated European
defense market in the context of the evolving European Union role in defense and security
matters.

The industrial policy is unique in that it is not a governmental pronouncement, but a
“Joint Declaration” of German MoD and the Defense Economics Committee of the Fed-
eral Ministry of German Industries. Foreshadowing its primary thrust, this document is
referred to as a Joint Declaration on National Key Defense Technology Capabilities.””* The
Declaration is a reflection of intensive coordination and consultation between the MoD and
the German defense industry and is designed to implement the 2006 White Paper’s trans-
formational strategy.

The Declaration, like the White Paper, also clearly reflects the tension between the
Europeanization of the defense industry and the desire to maintain autonomous national
assets. In a remarkably candid statement focused on the preservation of German defense
industrial capabilities, the Declaration thus states:

[A] strong and reliable national defence industry offering a great deal of techno-
logical expertise and adequate capacities is therefore a vital partner in security....
[T]he ongoing consolidation process within the European and [T]ransatlan-
tic defence industries must be viewed from a particular, quite national angle.

*** White Paper, Supra, p. 63.
* Tbid.

% “Joint Declaration of the Federal Ministry of Defense and the Defence Economics Committee in the Federal Min-
y

istry of German Industries on National Key Defence Technology Capabilities” (“Joint Declaration”) (Unpublished)
(Berlin, Nov. 20, 2007).
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Table 36 Key Defense Technology Capabilities

Systems
Space-Based Reconnaissance Combat Aircraft
Transport Aircraft Helicopters
Unmanned Air Vehicles Air Defense Systems
Protected Wheeled Vehicles Tracked Vehicles
Infantryman of the Future Submarines
Autonomous Underwater Vehicles Surface Combatants
Sea Mine Countermeasures Modeling and Simulation

Bundeswehr IT Systems

Subsystems

Electronic Reconnaissance Electronic Warfare

NBC Defense Components Munitions Defense Components

Sources: Joint Declaration, op. cit., Annex. BWB.

Europe’s governments have to provide suitable framework conditions for ensur-
ing that a balance is struck in the consolidation of the industries in Europe.
Even if the purely national assessment and evaluation of the development of the
defence industries’ strength and competitiveness will give way more and more to
international considerations, the identification of indispensable key defence tech-
nology capabilities is of paramount interest to the Federal Republic of Germany
as regards its industrial and security policy. In order to also meet the demands of
its role as a security partner of equal rank in future, Germany needs to maintain
a modern, competitive and strong defence industry. Only the preservation and
improvement of defence technology capabilities and capacities at a qualitatively
and quantitatively high level and geared toward the necessary and long-term
capabilities for modern armed forces that are fit for the future will ensure that
Germany has a say in European and [T]ransatlantic affairs and the capability to
both shape developments and engage in cooperation.’”

Thereafter, as shown in Table 36, the Declaration sets forth 14 “indispensable national
key defence technology capabilities” for Germany to retain “at the system level.” The Dec-
laration notes that German industry today has only partial capabilities in three of these
areas and must rely on cooperation with partners to achieve full system level capability. The
Declaration also notes three “indispensable national key defence technology capabilities” to
be sustained at the subsystem level.”

What is striking about this list is the breadth of industrial sectors in which Germany
wishes to maintain system level national capabilities. Whereas the French, Swedish and to
some extent UK industrial policies call for maintaining autonomy in only select areas, the
German list of national autonomous areas covers most of its industry. Restated, it is difficult
to see sectors of the German defense industry not covered.

7 Tbid.
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National Autonomy vs. A European Approach:
Irreconcilable Differences

On balance, the differences between the long-term German policy of promoting
an integrated European defense policy, and the protectionist thrust of the German
defense industrial policy, are hard to reconcile. These internal contradictions point
to the inherent difficulties of subordinating national interests to European inter-
ests when faced by serious domestic repercussions such as job losses in high-paying
industries. This is reflected in Germany’s apparent unwillingness to draw distinc-
tions and identify market areas that are non-strategic where Germany would be
willing to source through international competition. Germany, under its succession
of weak coalition governments, does not appear to have the political will to effec-
tively reorganize the defense industry in a manner that would enhance efficiency
and promote real competition.

Hence, it remains to be seen if Germany will effectively reorganize its defense
industry in a manner that would enhance defense industrial efficiency and competi-
tion within Europe.

Finally, it should be recognized that the broad scope list of defense industrial
capabilities Germany seeks to maintain also stands in sharp juxtaposition to its bud-
getary realities. The combination of large legacy programs and flat to declining
spending will prevent Germany from maintaining autonomy in most of these areas.

In short, in the likely absence of strategic action by the German govern-
ment—either a scaling back of areas of industrial autonomy or increased budget-
ary outlays, both of which are unrealistic, the German defense industry is likely to
gradually continue to be hollowed out over time.

German Industrial Policy as a Negotiating Tool. Thus, this broad list reflects an
inherent conflict in the German position. Despite Germany’s apparent commitment
to ESDP, European defense industrial consolidation, and the EC Defense Procurement
Directive, Germany nevertheless seeks to maintain strategic sovereignty (i.e., autonomy)
in a broad range of technological capabilities, including some where Germany does not,
and never has had any significant capabilities (e.g., combat aircraft). Pressed on the matter,
a number of German officials admitted that the list was too broad, but that it was a “bar-
gaining position” for use in the EC and EDA with regard to the EC Defense Procurement
Directive and the application of Article 296 EC Treaty exclusions from competition. They
noted it didn’t make sense to “give up” areas of national autonomy in advance and it was bet-
ter to await negotiations within the EDA with European partners to do this and eliminate
redundancies.
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II1. Evaluation of Market Access Metrics

Tariff Barriers

By and large, tariffs are not significant barriers between Germany and the United States.
All of the countries studied are members of the World Trade Organization (WTO) and
thus must provide most-favored nation and national treatment to imported goods from
every other country included in the study. Although defense products are generally exempt
from W'TO rules governing tariffs and trade, reciprocal procurement MOUs between the
United States and Germany generally provide duty-free treatment for imported defense
products procured from the other country.

However, these MOUs do not apply to dual-use products and technologies such as gen-
eral aerospace systems that have both military and civil applications. Thus, as more military
programs rely on commercial off-the-shelf (COTS) technology, this would tend to put U.S.
companies at a competitive disadvantage vis-2-vis European firms that get the benefit of the
lower intra-European rates that apply under EU rules unless specific exemptions are negoti-
ated on a bilateral basis.

Competition in Procurement

German Procurement Policy: A Status Quo Picture

In theory, Germany requires all defense procurement contracts to be awarded through
open competition except in certain limited circumstances:

* National security considerations require the procurement from a domestic company;

* Requirements that can only be met by one company due to specialized capabilities
or proprietary technology; or

® Industrial base reasons.

In policy and practice, however, the German MoD procurement agency, the Bundesamt
fur Webrteknik und Beschaffung (BWB) still tends to make the bulk of its awards on a sole
source or directed competitive basis to national suppliers or to European consortia for
European cooperative programs. According to market participants interviewed, Germany
habitually invokes Article 296 EC Treaty in procuring a wide array of products, not all of
them strictly defense-related.

Thus, unlike other Western European countries we reviewed, there is no indication that
Germany has adopted any significant shifts in its procurement policy toward greater use of
competition on major programs or other better buying habits. By all indications, the status
quo largely prevails.

German Procurement Practice: Understanding the Data

In practice, as shown below, the available data continues to show substantial reliance on
sole source national buying in Germany, as well as a sizable and growing reliance on Euro-
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Table 37 Competition in Major German Defense Programs in Billions of Dollars ($)

Type Number Value Percent (%) by Value
Competitive 28 1.95322 211
Multinational 7 2.66087 28.8
Sole Source 28 4.62319 50.0
Total 63 9.23728 100.0

Source: Documental Solutions.

pean buying (whether through competition or cooperative programs). This market reality
does not augur well for market access by U.S. firms—indeed, U.S. firms have a minor
market share in Germany today and limited prospects for the future under current German
policy and practice.

* German Buying of Major Weapons Systems: The Limited Role of Competi-

tion. A review of the top 63 German defense programs by value’” (see Table 38)
shows that only one-fifth of these programs by value (21 percent or $1.95 billion)
were awarded competitively (see Table 37). Roughly one-half were awarded on a
sole source basis (50 percent or $4.62 billion), with the remaining 29 percent ($2.66
billion) awarded through European cooperative programs. (Note that in European
cooperative programs work share is typically established through intergovernmen-
tal MOUs and contracts that are awarded through directed procurement without
full and open competition.) Several other key points about overall German buying
also are worth noting:

* Sole Source Awards Are Larger Than Competitive Awards. The average
award for a sole source contract was considerably larger ($165 million) than the
average award for a competitive contract ($70 million). This suggests Germa-
ny’s current preference is to procure its most complex and expensive systems
from national sources or through cooperative development programs with other
European countries (e.g., Eurofighter, Tiger, T'TH90).

* Overall Data Can Mask Differences Between Legacy/New Buying. As dis-
cussed below, this overall data on total German buying in 2006-2008 may mask
any distinctions between “legacy programs” (i.e., programs where the initial
award for development and/or procurement were made somewhere in the past
before 2006) and “new” programs started during 2006-2008 (which are more
likely to show any meaningful shifts in procurement policy). Hence, we have
separately reviewed the data on “legacy” and “new” programs below to capture
any different trends that may exist.

Half of All Major Program Spending Is on Legacy Programs. As shown on
Figure 75, roughly half (§4.6 vs. $4.5 billion) of all spending in the last three years
has been on legacy programs. This reflects the long development cycle of large pro-
grams and the long service life of major systems. The list of Top German Defense
Programs (Table 37) shows that legacy German national programs and cooperative

** RDT&E and Procurement programs totaling more than $50 million for 2006-2008.
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Figure 75 Germany—Legacy vs. Figure 76 Germany—Legacy
New Procurement Procurement by Award Type

Competitive
3%

Multinational

Sole Source 43%
54%

Source: Documental Solutions. Source: Documental Solutions.

programs such as Eurofighter Typhoon, Eurocopter Tiger, the Type 212 subma-
rine—all started years ago—receive the largest amounts of funding.

* Most Legacy Spending Is Sole Source or Directed. As Figure 76 shows, approx-
imately 54 percent of the legacy procurement awards by value were sole source basis;
only 3 percent were awarded through “open and competitive” procurement while
the remaining 43 percent were awarded through cooperative programs (i.e., which,
as noted above, were neither competed nor open to foreign participation). The
magnitude of sole source buying reflects the realities of large defense programs.
After a major system has been awarded to a particular firm, the follow-on pro-
duction buys, upgrades, modifications and maintenance on such legacy programs
are often awarded to the same firm again (e.g., after an award is made for an air-
craft developed and produced by one firm, it is much more likely to be awarded to
that firm for future buys). Indeed, it would be uneconomic to change system level
contractors midstream on large programs unless the incumbent is not performing
(although government customers can and should compete the subsystems upgrades
and refreshes). Therefore, not surprisingly, EADS/Airbus and Thyssen, the incum-
bent on numerous legacy programs, together received approximately 59 percent of
all contracts awarded (by value) in the 2006-2008 period.

* New German Awards Show Little Change; Sole Source Buying Still Domi-
nates. To assess whether Germany is changing its buying habits away from sole
source national buying toward more competitive awards, we separately reviewed,
on Figure 77, awards on “new” major programs in 2006-2008. Unlike in most other
European countries, the resulting data on new programs showed only a modest
positive change in buying habits. Specifically, approximately 46 percent of buying
on new major contracts was sole source—with 14 percent of the purchasing done
cooperatively with other European countries and 40 percent done competitively,
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Figure 77 Germany—New Figure 78 Germany—Legacy Procure-
Procurement by Award Type ment by Supplier Country

European
19%

National
Competitive 34%

Sole Source 40%

46%

Multinational
43%

Multinational
14%

Source: Documental Solutions. Source: Documental Solutions.

the lowest level of competition in new procurement of any European country other
than France (where anecdotal evidence does show more competition and confirms
a clear shift in policy toward better buying). The “new” and sizable sole source
awards tend to be for either national programs in “strategically vital” industries
such as shipbuilding or armored vehicles (K-130 Corvette, F-125 Frigate, Type 212
Submarine, Puma Infantry Fighting Vehicle) or for upgrades of existing systems
(CH-53G modifications; P-3 Orion modifications; Tornado upgrades, etc.). In con-
trast, most of the competitive procurements of the last three years appear to come
in areas that are either addressed by COTS solutions or in subsystem areas where
Germany does not have a strong competitive advantage (e.g., competitive programs
were primarily in electronics, communication, command and control, and sensors).

* New German Buying Is Still Heavily National in Orientation With a Notable
Amount of Inter-European Acquisitions. As seen in Figure 78, legacy procure-
ment was weighted almost equally between national companies (34 percent) and
multinational programs (43 percent), with other European companies winning 19
percent and U.S. companies just 4 percent. Significantly, in New Procurements
(Figure 79), the share of awards to national companies actually increased to 56 per-
cent while the percentage of contracts covered by multinational programs fell to
17 percent. The percentage of contracts awarded to other European companies
increased modestly to 23 percent while contracts to U.S. companies remained con-
stant at 4 percent. Although the German defense market has become marginally
more competitive, it would appear that this trend has served mainly to benefit Ger-
man national companies.

¢ U.S. Firms Have a Miniscule Share of the German Defense Market. No mat-
ter how the available data on major program awards is sorted, it shows a remarkably
limited presence for U.S. defense firms in Germany.



386 ForTrESSES AND ICEBERGS

¢ All Awards. The data on market share (Figure 80) of firms for 4/l awards (legacy
and new) shows no American defense company ranked higher than 15thin total
market share. General Dynamics received just 1.2 percent of the market, Lock-
heed Martin and Raytheon each accounted for 1.1 percent of the market, while
then-EDO Corporation (now part of I'T'T) managed just 0.3 percent. German
companies accounted for the overwhelming majority of prime contract awards
by number and value.

* Legacy Awards. As shown on Figure 78, American firms received approximately
4 percent of all legacy awards, which are primarily sole source.

* New Awards. Notably, U.S. firms only received only 4 percent of all new Ger-
man awards (competitive, sole source and cooperative, Figure 79) in recent
years—a miniscule amount.

* New Competitive Awards. In order to see if overall award data masked trends
on competitive programs, we again reviewed the competitive awards separately.
However, there was no meaningful difference. The reality on new programs
awarded competitively in Germany is that U.S. firms received only 9 percent of
these contracts while national firms received 37 percent and firms from other
European countries received 37 percent.

U.S. Subsystems Sales Also Likely Disadvantaged. While there may be greater U.S.
subsystem participation than this data shows (anecdotal evidence suggests this), there is not
enough data to fully evaluate this part of the market. However, the trend lines—toward
buying European and avoiding I'TAR products and technologies—appear to disfavor U.S.
subsystem buying.

Market Fragmentation

As also shown in Figure 80, the German defense market remains highly fragmented
despite ongoing consolidation. No fewer than 32 individual companies have prime contrac-
tor responsibility for the 63 top German programs. While three companies—EADS, Euro-
fighter and ThyssenKrupp—account for almost 55 percent of the total market by value, the
remaining 45 percent is contested by 29 different companies, none of which has more than
7 percent market share. This degree of fragmentation at the prime level casts into doubt the
long-term viability of the German defense industry absent real consolidation and reform.

Fair and Transparent Procurement Process

In general, the German defense procurement system is viewed as relatively transparent
and fair. Germany, like other EU Member States, is a party to the WTO Agreement on
Government Procurement (GPA). However, its procurement of “warlike” goods is exempt
from the GPA’s coverage and, hence, only “non-warlike” goods are subject to the Agree-
ment’s disciplines.

In Germany, requirements are generated by the various service offices, which turns them
over to the BWB, the centralized procurement agency for the German MoD. Since January
2006, invitations to tender (Requests for Proposals) are posted on the federal government’s
central internet portal. BWB also posts both tenders and contract awards on the EDA’s
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Figure 79 Germany—New Procurement by Supplier Country

European

23%

National
56%

Multinational
17%

Source: Documental Solutions.

Figure 80 Germany—Defense Market Share by Companies
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Electronic Bulletin Board, particularly for “hard defense articles” —weapons, munitions,

aircraft, naval vessels and armored vehicles.

All pertinent standards are indicated on the tenders, and can be accessed through various
government internet sites. Germany makes use of the new European Handbook for Defense

Procurement, though not all the requisite standard documents are available.

Overall, U.S. companies had few complaints about the transparency of the procurement
process. While they noted that there is an extensive array of informal “requirements” for
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doing defense business in Germany (e.g., offsets), these are well known and understood by
all, and therefore do not create an uneven playing field.

Domestic Content Requirements

Germany does not have a formal domestic content law or regulation analogous to the
U.S. Buy American Act. Even if it did, the law would not apply to the United States under
the reciprocity terms of the U.S.-Germany reciprocal defense procurement MOU.

That said, U.S. firms seeking to sell into Germany must generally work with German
partners in order to succeed. Through such informal understandings and offsets (see dis-
cussion below), Germany essentially imposes a de facto domestic content requirement as a
bidding factor for foreign competitors. In the case of pure procurement contracts, Germany
requires offsets to be in the form of co-production agreements, which essentially forces a
certain percentage of every German defense product to be manufactured onshore.

Offsets and Fuste Retour

Although it has no “official” offset policy,”” Germany considers offsets to be a “sale argu-
ment” (i.e., a bid evaluation factor) to be addressed as an industrial balances issue by the
Federal Office of Defense Technology and Procurement. In practice, Germany aims for at
least 100 percent offsets against the face value of each contract awarded to a foreign com-
pany. Both direct and indirect offsets are permitted. However, since the stated objective of
the offset program is to increase German company participation in defense projects, most
companies opt for direct offsets in the form of German co-production.

According to the U.S. Department of Commerce (DoC), Germany has largely succeeded
in meeting its informal offset goal in practice.” Specifically, the U.S. DoC annual report on
offsets reflects offsets in Germany totaled roughly 100 percent of contract values in practice
for U.S. firms over the period 1993-2006 (calculated from data submitted by the reporting
U.S. defense firms of actual contracts and offset commitments).” A review of DoC offset
reports over recent years shows the offset percentage has remained remarkably stable. Thus,
whether required or not, they do appear to be a major factor in defense trade with Germany.

Germany also follows a firm policy of juste retour in defense programs, preferring to
negotiate a work share proportional to its investment in a particular project.

Government Ownership

West Germany began privatizing state-owned industries in 1961 —most notably by its
sale of Volkswagen to small private investors. By the 1970s, all industrial companies in Ger-
many were in private hands, either publicly traded or family-owned. Through unification,

" Offsets in Defense Trade, Twelfth Report to Congress, U.S. Department of Commerce (Dec. 2007), PDF, Appendix F.
Available at: http://www.bis.doc.gov/defenseindustrialbaseprograms/osies/offsets/final-12th-offset-report-2007.pdf.

" Ibid. The report indicates that Germany negotiated offsets worth $933 million on $933 million in contract awards

to U.S. companies.

U Offsets in Defense Trade, Op. Cit., p. 2-13 (Table 2-5) (indicating that Germany negotiated offsets worth $933 million
on $933 million in contract awards to U.S. companies).
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The German Acquisition System Bottom Line: A Status Quo Story

In short, the German contract data is consistent with what we learned in inter-
views with market participants, and confirms several fundamental realities of the
German acquisition system:

* First, Germany’s defense acquisitions remain very national in its orien-
tation—even with respect to new buying. In contrast to some of the other
Western European countries examined, there is no apparent emerging pattern
in Germany of seeking to subject any of its major systems (even on a Euro-
pean basis) to international competition. Germany remains largely wedded
to national suppliers for its national acquisitions of systems except in limited
instances where it acquires systems from the United States. While German
officials noted that the actions of the EU and EDA are increasingly pressur-
ing national procurement authorities to rely less on 296 and award contracts
competitively (“peer pressure”), the available evidence shows little movement
in this direction in Germany.

* Second, the German MoD is increasingly willing to consider solutions
from firms in other European countries and has significant resources
tied up in European cooperative programs.

* Finally, Germany is simply not very open to U.S. firms even on com-
petitive awards. While some of these new competitive awards may have been
technically open to U.S. firms, in practical terms most were effectively closed
to U.S. firms. Indeed, interviews indicated that markets in a number of sectors
(ground armored vehicles, command and control) are largely closed to U.S.
participation —with awards generally made domestically and few systems not
built by German firms.

the German government inherited some 45,000 state-owned companies, including many in
the armaments industry. To dispose of these companies, the German government created
the Treubandenstalt (Trust Agency or THA), which became formal owner of all former East
German state companies. THA was authorized to close or sell its properties, negotiating
directly with West German and foreign investors to sell these companies, a process com-
pleted by 1994. THA’s operations were criticized for their lack of transparency and apparent
bias against non-German investors, as well as what was perceived as the unnecessary closure
of profitable businesses. THA ended its operations some $130 billion in debt, having man-
aged to gain only some $15 billion in sales.

In any event, today the entire German defense industry is neither government-owned
nor controlled. However, the government exerts indirect influence over strategic decisions
through its various roles as financier, purchaser and regulator of German defense firms,
including its authority to review all foreign investments that would result in a more than 25
percent ownership share, and through the close relationship of leading industrialists with
military and political authorities.
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Foreign Direct Investment

In the broad economy, Germany has always encouraged foreign direct investment, with
foreign investors receiving national treatment under German law. Any foreign company
registered in Germany as a GmbH (limited liability company) or an AG (joint stock com-
pany) is treated in the same manner as a German company. There are, in general, no special
nationality requirements with respect to directors or shareholders. Nor do investors need
to register their investment intent with the German government except in cases involving
mergers or acquisitions of defense or encryption-related companies.

According to the U.S. DoC Foreign Commercial Service,

The investment-related problems foreign companies do face are generally the
same as for domestic firms; for example, high marginal income tax rates and labor
laws that impede hiring and dismissals. The German government has begun
to address many of these problem areas through its reform programs. German
courts have a good record in upholding the sanctity of contracts.

Under the U.S.-German Treaty of Friendship, Commerce and Navigation, U.S. inves-
tors in Germany receive national treatment. The Treaty also allows the free movement of
capital between the United States and Germany.

German law does allow restrictions on private direct investment flows in either direction
for reasons of foreign policy, foreign exchange, or national security. Historically, accord-
ing to the U.S. DoC, these have largely not been imposed in practice. To implement such
restrictions, the federal government must first consult with the Bundesbank and the govern-
ments of the federal states.

In recent years, however, there is growing evidence of German limitations on foreign
(especially U.S.) investment in German defense firms. In July 2004, a new law was imple-
mented requiring foreign entities that seek to purchase more than 25 percent equity in
German armament or cryptographic equipment companies to notify the Federal Ministry
of Economics and Technology, which then has one month in which to veto the sale, which
otherwise is considered to be approved. A draft law currently in review will broaden these
rules and establish a procedure similar to the U.S. Committee on Foreign Investment in the
United States. Advocacy by domestic companies, as well as industrial policy considerations,
have occasionally delayed decision-making on defense investment.””

Also, the 2007 Joint Declaration on German defense industrial policy reflected a more
robust review of foreign acquisitions of German defense firms that possess “key defence
technology capabilities.” As stated therein, “[k]ey defence technology capabilities reflect
sensitive technological know-how that requires special protection. The Federal Ministry of
Defense will make the national key defense technology capabilities the basis for the approval
or rejection of bids by foreign investors to obtain shares in German defence enterprises or

U.S. Commercial Service, Doing Business in Germany: A Country Commercial Guide for U.S. Companies— 2009,
U.S. Department of Commerce (Washington, D.C.)PDF, p. 59. Available at: http://www.buyusa.gov/germany/en/
download.html.

** Tbid.
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to take them over.””" While the Joint Declaration goes on to note that foreign investment
decisions will be made case by case and that the involvement of a “key defence technology
capability does not mean... that an acquisition is automatically to be prohibited,” it never-
theless conveys a relatively protectionist view toward these types of acquisitions.™

The recent practice tends to reflect this attitude. Table 39 lists U.S. acquisitions of Ger-
man defense, aerospace, homeland security and other dual-use companies (selling defense
and other products) since 2002. Note that with just one exception (HDW), which was controver-
sial, the purchases do mot include major prime contractors or significant subsystem providers. Most
are concentrated in the second and third tiers of subcontractors and suppliers, and the vast majority
are in dual-use as distinct from pure defense technologies.

The HDW transaction reflects the growth of domestic opposition to foreign, and espe-
cially U.S., acquisitions of sensitive or system level defense assets. The German reaction
also may have been partly engendered by the fact that the buyer was a financial player (with
some suggestion it was serving as a proxy for an undisclosed U.S. defense firm). Specifically,
in 2002, One Equity Partners, an international investment group led by the U.S. company
BankOne, first acquired a 75 percent stake in HDW AG shipyard, a leading designer and
builder of diesel-electric submarines. One Equity subsequently acquired the remaining 25
percent later that year. Though the terms of the transaction were confidential, speculation
in the press pointed to a sale price of $650-800 million (a gross exaggeration, according to
company representatives). The sale was controversial in Germany because it would have
marked the first time a major German defense company was owned outright by a U.S.
company. One Equity Partners had to agree to maintain HDW as an independent German
shipyard, to not take a dividend from the business for five years, and to not exert any influ-
ence over the operations of the shipyard. One Equity Partners also agreed to not to resell
the company for at least two years. In January 2005, One Equity Partners sold its entire
stake in HDW to ThyssenKrupp AG for $273 million. This transaction itself was a major
impetus in the enactment of the 2004 legislation noted above.

Since the new law was enacted, the German MoD also confirmed at least one other case
where U.S. firms seeking to buy the German defense firm Atlas Elektronik GmbH (then
owned by BAE Systems) were informally advised by the German MoD that such an acquisi-
tion would not be welcome. German officials indicated that Atlas had important work and
knowledge in areas such as combat management systems for surface ships and submarines
the MoD did not want to be foreign controlled. In 2006, Atlas was subsequently jointly
acquired by ThyssenKrupp Group and EADS. German officials did note this as the only case
where approval was declined out of 15 cases since the 2004 law was put in effect. They also
noted that foreign ownership would be allowed in a number of cases so long as security of
supply arrangements could be put in place.

In contrast, Germany has allowed other European companies—even those with sub-
stantial European government ownership (e.g., EADS)—to merge with or acquire major
German defense companies. As noted above, the multinational EADS and MBDA have
absorbed most of Germany’s aerospace companies. In practice, however, the resulting Ger-
man subsidiaries are very much “stand alone” entities, tending to function like “multido-

 Joint Declaration, p. 4.

*F Tbid.
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mestic” companies managing the German portions of the parent company’s multinational
programs such as Eurofighter and Eurocopter Tiger.

The bottom line is that the German investment environment appears relatively closed
to U.S. defense firms seeking acquisitions at the top tiers in the industry but relatively open
to such acquisitions by firms from other European countries. There is little U.S. owner-
ship today at systems or major subsystem levels juxtaposed against considerable European
ownership at that level. Thus, U.S. ownership or investment—especially of more sensitive
or system level assets—seems to have more political implications that inhibit acquisitions
above a certain level. In cases where companies have been acquired by European owners (as,
e.g., in the case of those companies absorbed by EADS), the main concern seems to be the
retention of jobs and onshore industrial capabilities.

Ethics and Corruption

Germany has a generally strong reputation for an internal commitment to rule of law,
ethics and corruption, with generally strong laws and enforcement mechanisms. The World
Bank’s worldwide governance indicators show Germany in the 94 percent range for both
rule of law and control of corruption—among the highest scores of any major Western
industrialized nation.”® Germany is ranked 14th—somewhere in the middle—in the
Transparency International (TT) 2008 Corruption Perception Index. By way of compari-
son, France is 19th, the United States ranks 18th, and Sweden is tied at 1st (with Denmark
and New Zealand).””

According to the U.S. Department of State, the German “construction sector and public
contracting, in conjunction with undue political party influence, represent particular areas
of continued concern. Nevertheless, U.S. firms have not identified corruption as an impedi-
ment to investment. The German government has sought to reduce domestic and foreign
corruption. Strict anti-corruption laws apply to domestic economic activity and the laws are
enforced.”" The German government has successfully prosecuted hundreds of domestic
corruption cases over the years.

There continues, however, to be a mixed track record with respect to German firms’
propensity to make illegal payments in third-country defense markets and the German
government’s apparent tolerance thereof. On the one hand, Germany is a signatory to the
Convention on Combating Bribery of Foreign Public Officials in International Business
Transactions (OECD Anti-Bribery Convention) and has enacted implementing legislation
and repealed its pre-existing tax deduction for foreign payments. While deficiencies remain,
legislation is pending in Germany to broaden the scope of its overseas anti-bribery prohibi-
tions. Also, while Germany lacks a central coordination point for enforcing its anti-bribery
laws, TT reports that Germany has initiated a sizable number of enforcement cases (includ-

1 See World Bank Governance Indicators, 1996-2007 (Country Data Report for Germany, 1996-2007). Available at:
http://info.worldbank.org/governance/wgi/pdf/c59.pdf.

7 Transparency International’s Corruption Perception Index. Available at: http://www.transparency.org/news_room/
in_focus/2008/cpi2008/cpi_2008_table.

oing Business in Germany, op. cit.
D B G , t
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ing 43 prosecutions and more than 88 pending investigations).”” Among other cases, TT
reported on an investigation of allegations of bribes paid by German firms in the German
Frigate Consortium and MAN Ferrostaal to South African officials in relation to a defense
contract in 1999. Germany also is rated 7th in TT’s Bribe Payers Index of 30 major exporting
nations— better than the United States (ranked 9th), France (15th) and a number of other
Western European countries.™’

Yet, despite these salutary developments, there continue to be allegations that leading
German firms have engaged in these practices in global markets. Available information
reflects that the longstanding culture and practices by German firms in this area are dif-
ficult to change and that change is slow. The ongoing corruption scandal involving Siemens
AG, with significant charges and large fines, may bring new public awareness to the issue
and enhance compliance with anti-bribery laws by German firms. The Siemens scandal
involved senior managers establishing slush funds in shell companies used to pay bribes to
foreign officials in order to secure orders. The illegal activity apparently began in 2002,
and involved payments totaling up to $2 billion. In December 2008, Siemens agreed to pay
a $1.34 billion fine to settle anti-bribery charges in both the United States and Germany.
As part of the agreement, a former German finance minister was appointed to monitor the
company’s compliance with the U.S. consent decree.”

Export Controls

The German System

Germany is a member of major multilateral export control regimes, including the Nuclear
Suppliers Group, the Australia Group, the Missile Technology Control Regime, the Was-
sernaar Arrangement and the Chemical Weapons Convention. Germany is also a Member
State of Organization for Security and Co-operation in Europe (OSCE), and has approved
the OSCE principles governing transfers of conventional arms and the 2000 OSCE docu-
ment on Small Arms and Light Weapons.*

Germany, like other EU Member States, also is a signatory to the 1998 EU Code of
Conduct on Arms Exports, which harmonized regulations across all Member States in the
EU, and established general principles for the transfer of armaments and military technol-
ogy, and set up a system whereby each Member State must inform the others whenever an
export license is denied. Under the Code, each State must also consult with the other Mem-
ber States whenever it wishes to grant an export license that has been denied by another
Member State for “essentially identical transactions.” However, the ultimate decision to
deny or transfer a military item remains at the national discretion of each Member State.
The recently adopted EC Transfers Directive is a further step in aligning the policies of
EU countries regarding intra-Community transfers, providing reassurance for security of

 F. Heimann and G. Dell, Progress Report 2008: Enforcement of the OECD Convention on Combating Bribery of Foreign
Public Officials in International Business Transactions, Transparency International (June 24, 2008), pp. 10, 22-23. Avail-
able at: http://www.transparency.org/news_room/in_focus/2008/oecd_report.

0 Available at: http://www.transparency.org/policy_research/surveys_indices/bpi/bpi_2006.

?! “Siemens settles bribery cases,” International Herald Tribune (Dec. 15, 2008). Available at: http://www.iht.com/arti-
cles/2008/12/15/business/15siemens.php.

*** Details on German membership and OSCE activities are available at: http://www.osce.org/about/1313Lhtml.
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supply, and simplifying procedures to permit such transfers among Member States and
certified defense companies. The focus of this EC Directive is intra-Community transfers,
and thus the main beneficiaries of reduced barriers within the EU are European defense
firms. It is not clear that U.S. firms will be eligible for similar treatment; this is a matter for
national governments to decide.

German export control policy is administered by the Ministry of Foreign Affairs, which
issues export licenses for all military and dual-use items. Licenses include stringent end-
user certification in conformance with the EU Code of Conduct on Arms Exports. Under
the War Weapons Control Act (KWKG), exports to “third party” countries outside of the
EU, NATO and “NATO-equivalent” countries (Australia, New Zealand, Switzerland and
Japan) are severely restricted.

Each year the German federal government issues a Report on Military Equipment Exports,
which details how many export licenses were granted, to whom, and for what particular
items.

The Report does not cover actual deliveries, except for two particular categories of
defense products— Kriegswaffen (literally, “War Weapons” or major end items) and small
arms and ammunitions delivered to Third World countries. In general the value of licenses
issued each year is many times greater than the value of the Kriegswaffen delivered (e.g.,
$650 million in licenses vs. $34 million in Kriegswaffen deliveries to the United States in
2007). Licenses are issued for all items on the Wassenaar munitions list, of which Krieg-
swaffen is only a small subset. Moreover, German export licenses are valid for just one year,
and companies that have open-ended, multiyear contracts with the United States and other
countries tend to file each year for the maximum value of their contract. The Report thus
tends to overstate the value of German defense exports by an order of magnitude at least.

On the other hand, neither the German Ministry of Defense nor the Ministry of Trade
require companies to report their actual deliveries, other than Kriegswaffen and small arms;
discussions with German MoD representatives indicated they have no idea of the total value
of actual defense deliveries. Attempts to draft regulations requiring German companies
to report all deliveries of goods covered by the Wassenaar munitions list have so far been
unsuccessful.’”’

Although a number of pacifist parties and organizations have protested that the German
export control process lacks rigor and transparency, Germany’s reputation in export con-
trols is fairly good. It should be noted, however, that illegal German arms transfers to Iraq
apparently occurred during the 1990s—indeed, right up to the outbreak of the Iraq War
in 2003.

ITAR Attitudes and Bebaviors

A consistent theme among market participants (private and government) in Germany
was concern over the I'TAR, and costs, schedule delays and risks to third-country exports.
German government and business representatives expressed the desire to find ways around
ITAR by building I'TAR-free equivalents of various systems and components. One execu-
tive called it a “trend all over Germany to do without ITAR parts and components.”

* This has significant implications for any discussion of defense trade flow and balance of trade, as discussed in
Appendix L.
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German government officials highlighted a number of problematic technical issues they
have encountered in recent years and related lengthy delays; issues related to such matters
as end-use certificates needed for re-transfers. They characterized some of these issues as a
“bureaucratic nightmare” and increasingly see a movement in Europe to avoid I'TAR reli-
ance in order to eliminate “unmanageable risk” and administrative burdens.

German government officials have not, however, gone so far as to make I'TAR-free an
element of German procurement policy — primarily because it is impractical at the present
time. They noted that it could cost more and take longer to develop ITAR-free solutions
and that they ultimately could end up with less capability for their investment. But they did
seek more efficient and timely licensing solutions.

Some German market participants believe ITAR policy is used as a protectionist rather
than security policy at times. Some executives noted that U.S.-German joint ventures fare
better than German firms seeking ITAR authorizations to compete against U.S. firms.

German attitudes toward the EC Defense Procurement Directive reflected their views
on ITAR. German officials readily conceded the “security of supply” provisions could
be used by a European procurement authority to discriminate against bidders relying on
ITAR-controlled technology (i.e., on the ground that such I'TAR products/systems are
“insecure”). However, they saw no problem with this approach and believed that the United
States had brought this on itself through unreasonable defense trade rules and policies.

Intellectual Property Protection

Germany adheres to the major multilateral intellectual property (IP) regimes, includ-
ing (i) the WTO Agreement on Trade-Related Aspects of Intellectual Property Rights
(TRIPS), which provides core IP protection and enforcement rights (including for trade
secrets); (ii) the Paris Convention for the Protection of Industrial Property, covering pat-
ents, trademarks and industrial designs; (iii) the Patent Cooperation Treaty, protecting pat-
ents; (iv) the Berne Convention, covering copyrights; (v) the Madrid Protocol, covering
trademarks; and (vi) the World Intellectual Property Organization (WIPO).

According to the U.S. Commercial Service, “[i]ntellectual property is well protected by
German laws.””** Germany also does not appear on the U.S. Trade Representative watch list
for IP violations. In July 2008, the Bundestag adopted a new Act on Enforcement of Intel-
lectual Property Rights (German IP Act), which implements an EC Enforcement Directive
of the European Parliament and the Council on the Enforcement of Intellectual Prop-
erty Rights. The EC Directive requires the Member States to harmonize the measures,
remedies, and procedures to protect against infringements of IP rights and is designed in
particular to combat piracy and counterfeiting. The German Act lives up to this mandate
by providing virtually identical measures and remedies for infringements of patents, utility
models, trademarks, copyrights, plant varieties, and semiconductor products by amending
the respective acts.

Both the EC Directive and the German legislation introduce strong information rights
to uncover infringements. In the recent German IP Act, the existing German Copyright

** Doing Business in Germany, Op.Cit., p. 64. Available at: http://www.buyusa.gov/germany/en/download.html.
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Act was amended to grant information rights not only against infringers and users of their
products, but against providers of services that facilitated the infringement.

U.S. defense companies have not raised with us during the course of our study any spe-
cific complaints regarding IP protection in the German defense market.

Technical Standards

Germany is a party to the WTO’s Technical Barriers to Trade Agreement, which pro-
hibits discrimination and seeks to ensure that regulations, standards, testing and certifica-
tion procedures do not create obstacles to trade. However, every country has the right to
adopt those regulatory standards it considers appropriate in areas concerning national secu-
rity. Thus, Germany has the discretion to, and has put in place, its own specific technical
standards for defense products that could in theory serve as a non-tariff barrier to compet-
ing foreign products.

Germany’s long association with NATO also means that German military products are
tied to NATO Standardization Agreements where these exist. As discussed in Chapter 5,
however, there is some prospect of increased risk that an eventual EU set of standards might
become disguised market access barriers—but there is no indication that this is a policy
result sought by Germany.

According to the U.S. DoC Country Commercial Guide:

Germany’s regulations and bureaucratic procedures can be a difficult hurdle
for companies wishing to enter the market and require close attention by U.S.
exporters. Complex safety standards, not normally discriminatory but some-
times zealously applied, complicate access to the market for many U.S. products.
U.S. suppliers are well advised to do their homework thoroughly and make sure
they know precisely which standards apply to their product and that they obtain
timely testing and certification.”

Subject to this general caveat, in the course of this study, we did not learn of any specific
situations involving Germany where technical standards were used as non-tariff barriers to
protect domestic producers and markets against foreign defense products.

** Doing Business in Germany, op. cit., Chap. 5.



Chapter 9

Accessing the Italian Defense Market

Italy has a strong and enduring relationship with the United States, dating to the end
of World War II. Throughout the Cold War, the United States valued Italy as a barrier
to Soviet expansion in the Mediterranean, and a valuable staging area for U.S. forces on
the southern flank of the territory of the North Atlantic Treaty Organization (NATO). A
strong member of NATO from its inception, Italy views the Alliance and close relations
with the United States as the core of its security strategy. An original signatory of the
Treaty of Rome in 1957, Italy has also seen the European Union (EU) as central to its for-
eign policies and has embraced the European Security and Defense Policy (ESDP) vision of
more closely shared security plans and instruments.

Italy has deployed forces in support of both NATO and EU operations around the world
with a high level of effort relative to its size and economy. The Italian government has
done this despite anemic Italian defense budgets (about 1 percent of gross domestic prod-
uct (GDP)) and hostile public opinion. Since September 11, Italy has also been a key U.S.
partner in the operations against international terrorism (building on its own experiences

in addressing this challenge in the 1980s).

Because of its NATO-centric strategy, Italy has tried to maintain interoperability with
U.S. and other Allied forces. Over the decades, Italy has acquired a wide range of U.S.
systems and subsystems, including aircraft, missiles, armored vehicles and C4ISR (com-
mand, control, communications, computers, intelligence, surveillance and reconnaissance)
systems. Aside from selective U.S. buys, the Italian defense market in many ways remained
closed until the 1990s. The Italian state owned most defense firms, and has always placed
a high priority on its resources and contracts going to indigenous firms and their inter-
national partners. To that end, U.S. and other foreign suppliers were (and are) strongly
encouraged to provide direct industrial returns in connection with work they perform for
the Italian armed forces.

Since 1990, the Italian defense market and industry have changed significantly. The post-
Cold War decline in defense budgets, both in Italy and across Europe, intensified European
efforts at cross-border cooperation, as, e.g., in the Letter of Intent (LOI) process. Since
then, Italy has relied mainly on international cooperative efforts for its major defense pro-
grams, reinforcing a trend that began in the late 1970s in areas such as combat aircraft.
Whereas previously Italy often relied on U.S. foreign military sales (FMS) or licensed pro-
duction of U.S. systems, in the last 15 years Italy has sought to have higher value added work
performed in Italy, viewing this as essential to sustaining its industrial and technology base.

At the same time, as European industrial consolidation proceeded, Italy gradually relin-
quished significant state ownership of its large defense firms. Finmeccanica SpA (now some
30 percent state-owned) became a holding company for dozens of Italian businesses and
emerged as the leading Italian defense firm. Finmeccanica also became a multidomestic
firm, with key holdings in the United Kingdom (UK) and a growing presence in the United
States (especially with the recent acquisition of leading defense electronics company, DRS
Technologies, Inc.). Directly and indirectly, through its extensive business holdings and
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national and multinational program participation, Finmeccanica today receives about 70
percent of the Italian defense research and technology and procurement budget. Increas-
ingly, all roads in the Italian defense market pass through Finmeccanica.

Italy has one of the more imperfect defense markets in Europe, marked by a relatively
opaque, informal acquisition system; by limited, informal competition; and by acquisition
decisions determined largely by political considerations, jobs and work share factors. Not-
withstanding the strong geopolitical relationship between the United States and Italy and
deep cooperation, U.S. firms face substantial market access challenges in Italy. In defense
acquisitions, the Italian government prefers that U.S. companies team or partner with Italian
firms; this approach also ensures that Italy’s robust offset requirements are met. Conse-
quently, direct U.S. presence on the ground is less visible in spite of the Italian preference
for U.S. products generally. Other than one large competitive award to Boeing for aerial
refueling tankers, much of Italy’s buying from U.S. firms has been on a sole source basis,
when Italy needs a developed capability. In contrast, when a U.S. firm seeks to access the
market directly and compete, the challenges are significant. In the investment arena, Italy’s
business conditions—arcane bureaucracy, opaque procurement processes, rigid labor laws
and the remaining government ownership of major defense firms—are such that U.S. com-
panies have made very few investments in Italian defense businesses.

Italy’s defense acquisition strategies, driven by its very limited and stagnant defense budget,
have three primary goals: 1) NATO interoperability; 2) maintaining readiness and support
for its deployment commitments; and 3) sustaining Italian jobs and technologies. Italian
acquisition typically has few open competitions and many sole source awards, carried out as
an exemption under Article 296 of the Treaty Establishing the European Community
(Article 296 EC Treaty). From 2006-2008, only 15 percent of Italian defense contracts (by
value) were competitively awarded, with the remaining 85 percent split roughly equally
between sole source programs and multinational cooperative programs in which workshare
is largely negotiated through intergovernmental Memorandums of Understanding (MOUs).

While Italy has not articulated a formal national industrial policy, its attitudes are
reflected in a series of decisions that point to conflicting priorities. In fact, Italian procure-
ment authorities are trying to optimize a calculus that may not be possible over the long
term: ensuring national jobs and technology while promoting more competition and more
efficiency, and balancing between U.S. and EU relationships and rules.

Italy supports a more robust ESDP as well as a growing role for the European Commis-
sion (EC) in regulating the European defense market. Italy generally supports the new EC
Defense Package. An Italian government official reported that Italy supports the package
overall because, despite the fact that “this needs to be tested—it is a No Man’s Land right
now,” the EU needs to remove internal barriers. As for the future of the EU defense market,
an Italian government official summarized it by saying “this is an irreversible process.”

Italy still sees its military links to the United States as vital. In fact, Italy and the United
States have a deep and broad security relationship, with significant cooperation in arma-
ments and other areas—in effect, a “special relationship” second only to that between the
United States and the UK. Italy views as essential the presence of its defense products in
the U.S. market, and the U.S. defense products in Italy; above all, Italy wants to avoid any
Fortress Europe-like situation.
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Ultimately, what will emerge? From an Italian perspective, this depends on the course
chosen by the United States: whether to take the opportunity to reduce its barriers to entry
and begin discussing a multilateral framework that goes beyond the bilateral relationships
established with some countries. Will there be a level playing field and the reciprocity of
trade with European nations? Will the United States enable its allies and coalition partners
to be real partners by increased disclosure and technology sharing with them? Italian offi-
cials made clear that U.S. International Traffic in Arms Regulations (ITAR) rules could
hamper the U.S. ability to sustain its long-term place in Italian systems. “It is not a national
policy [of Italy]—it is simply a genuine economic expedient for European firms to avoid
ITAR products,” said one senior Italian government official.

I. Market Background

A. Italy’s Strategic Context and Military Strategy

Italy’s defense policy reflects a long-term commitment to the Western alliance of demo-
cratic, market-based countries, dating to the defeat of Fascism in World War II and Italy’s
1949 membership in the Atlantic Alliance.

A founding member of NATO, Italy has a strong commitment to the Alliance. NATO
has been the foundation of Italy’s bilateral and multilateral Transatlantic relationships; Italy
shares NATO nuclear weapons. At the same time, Italy is a founding member of the EU,
having signed the Treaty of Rome in 1957. It is fully anchored in the process of integration
into the EU. Italy’s commitment to both NATO and the EU form the two main pillars of
the country’s foreign and security policies.

Italy has the world’s ninth largest defense budget and the fourth largest among NATO
members (based on its 2007 budget of $33.1 billion, including military police and other
paramilitary functions).”* However, defense spending has never been particularly appealing
as a political choice for any of the many governments that have held power in Italy. Hence,
Italy’s defense spending remains chronically low as a percentage of GDP (approximately
1 percent for 2008 as compared to some 2.5 percent for France and the UK). This reflects
Italy’s weak overall economic performance since the late 1980s: Italian GDP growth was
1.7 percent in 2007, 1.9 percent in 2006; 0.1 percent in 2005.”” Anemic economic perfor-
mance has proved a significant obstacle to any of its governments’ attempts to increase
defense investment spending.

During the 1990s, the receding Soviet threat led to cutbacks in defense spending and
reductions in forces (from 360,000 to 190,000 men). Italy abandoned conscription in favor
of a smaller (and more expensive) professional force, and began a gradual military transfor-
mation from territorial defense to expeditionary operations. However, the country’s Cold
War posture continues to exert significant influence on military organization. In particu-
lar, Italy’s security strategy still retains some focus on territorial defense. Despite recent
attempts to change its force structure, this legacy still in part determines the distribution
and presence of non-deployable forces.

¢ 2007 ranking of NATO members is not available; Italy is the 4th largest NATO spender based on its 2006 budget
about 1.8 percent of its 2006 GDP. See Stockholm International Peace Research Institute, available at: http://www.
sipri.org/contents/milap/milex/mex_trends.html.

7 U.S. Department of State website, Background note on Italy; available at: http://www.state.gov/r/pa/ei/bgn/4033.htm.
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The main driver in Italian military policy in recent years has been the effort to reorga-
nize its military as an expeditionary force for “operations other than war” —i.e., peacekeep-
ing, peace enforcement, and support of stability operations in international environments.
The traumatic experiences of the Balkans interventions was largely responsible for this shift
in the strategic gravity of the Italian Armed Forces.

While most of the military operations Italy has participated in have been NATO-led,
Italy equally supports the ESDP and the overall drive toward greater European defense
integration. Italy’s long-term strategy is viewed as “hedging its bets” by maintaining a close
U.S. relationship and strong role identity with NATO while sustaining and building Italy’s
role in ESDP.

Post-September 11 Environment

Unlike the United States, Italy has long been a victim of organized terrorist organizations
and has developed strong internal capabilities to address the threat. More recently, Italy has
focused on the possibility of an internationally networked terrorist node inside Italy. In Feb-
ruary 2005, the Terrorist Monitor reported that Italian security services investigations since
2001 indicate Italy has become a platform for al-Qaeda associated terrorist operations in
Europe and Iraq. Milan appears to be the base of Italy’s extremist network, which has con-
nections to other Islamic radical groups in Europe, specifically in Spain and Germany. The
Italian intelligence services are working in close coordination with the Spanish, German
and Dutch counterterrorism authorities, and believe the majority of jibadis in their country
are connected to Ansar-al-Islam.”*

Italian intelligence and Carabineri (police and special military forces) have been actively
engaged in both domestic and U.S./international cooperative efforts to help address these
and other terrorism issues. But while the strategic importance of the U.S. and NATO coun-
terterrorist operations is well understood within Italy, Italy has not significantly increased
its defense budget since September 11 to directly address elevated terrorist threats. Overall
defense spending remains feeble, characterized by low investments, inefficiencies (an excess of
personnel, too much bureaucracy, etc.) and difficulties in maintaining operational readiness.

At the same time, a significant transformation of armed forces is underway; it includes
streamlining and downsizing the force while professionalizing it and moving away from
conscription. Unfortunately, this ongoing process is not accompanied by the necessary
increase in resources.

Italian Military Forces Today

There are four branches in the Italian Military. The Italian Army (Esercito Italiano) is the
ground defense force of the Italian Republic; in 2004 it became a professional all-volunteer
force with more than 110,000 active duty personnel. In addition to the Navy (Marina Militare)
and Air Force (Aeronautica Militare), the fourth major military arm is the Carabinieri—a
110,000-member force combining both police and special military units.””” However, only

¥ The Terrorism Monitor, The Jamestown Foundation, Italy: Europe’s Emerging Platform for Islamic Extremism, Feb. 24,
2005, available at: http://www.jamestown.org/single/?no_cache=1&tx_ttnews%5Btt_news%5D=27596http://www.
jamestown.org/single/?no_cache=1&tx_ttnews%5Btt_news%5D=27596.

* More information on the Italian military and their operations may be found, in Italian, at http://www.difesa.it/.
This site also provides links to the four military branches.
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about 7.5 percent of the overall Carabinieri is available for deployment abroad and for mili-
tary police roles; the bulk of force provides internal security as a regular police force.

At the G-8 Sea Islands Conference in 2004, the Carabinieri received a mandate to estab-
lish a Center of Excellence for Stability Police Units. This Center spearheads the develop-
ment of training and doctrinal standards for civilian police units attached to international
peacekeeping missions. Other than the Carabinieri, the Guardia di Finanza is a specialized
police answering to the Treasury, with the role of fighting financial crimes, illegal drug
trafficking, customs and borders control, money laundering, and cybercrime.

Italy is able to deploy up to 10,000 men simultaneously, with a total deployable force of
about 30,000 men. There is no overall legal limit on the size of a deployment, but the Italian
Parliament is responsible for financing the additional costs encountered during operations
abroad, thus setting manpower ceilings for each mission. The annual additional funding
appropriated for those missions is in the €1 billion range, but the actual costs may be almost
double. In the current context of increased international operations, the external role of
Carabinieri has increased, even though less than 11,000 of that 110,000-person force are
deployable for operations abroad.

Italian Global Deployments

As shown on Figure 81, Italy participates in nearly all NATO cooperative activities and
is a very active participant in numerous NATO, EU and United Nations (UN) operations
around the world. Italy also hosts the NATO Defence College at Cecchignola, near Rome.

It is difficult politically for Italy to deploy into high-risk areas. First, the public has lit-
tle tolerance for loss of life for the types of global deployments in which Italy has been
involved — but of course the position of the public depends on the type and purpose of the
mission being undertaken. Nevertheless, the Italian military has been participating in “high
intensity” peacekeeping and peace enforcement in several settings, even when the Italian
public was not entirely supportive.

* Starting with Operation Enduring Freedom in 2002, Italy has made an ongoing
contribution to the operations in Afghanistan, with about 2,500 troops presently
deployed as part of International Security Assistance Force (ISAF), the NATO force
in Afghanistan. An infantry company from the 2nd A/pini Regiment provides secu-
rity for ISAF headquarters; other Italian units provide support forces in engineer-
ing, nuclear biological chemical (NBC), logistics, staff elements, and military police.

* Italy participated in operations in Iraq from late summer 2003 until the end of
2006, when Italian military personnel were essentially withdrawn. The greatest
single loss of life in Iraq for Italian forces came on November 12, 2003, in a suicide
car bombing that left a dozen Carabinieri, five Army soldiers, two Italian civilians,
and eight Iraqi civilians dead.

* Italy today has about 2,700 soldiers in the Balkans. Finally, in August 2006 Italy sent
about 2,700 soldiers to Lebanon for the UN peacekeeping mission UNIFIL II
(Emerging and Evolving European Engagement in Lebanon and the Middle East).™

P9 See “Italian Soldiers Leave for Lebanon,” Italian Evening Courier, Aug. 30, 2006. Available in Italian at: http:/www.
corriere.it/Primo_Piano/Cronache/2006/08_Agosto/29/libano.shtml.
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Figure 81 Italian International Missions—2008

Costs (Millions of Euros—€)

Geographic Distribution

According to the Player (Excluding Cooperation)
Armed Forces 844 Afghanistan 341
Guardia di Finanza 12 Lebanon 301
Police 19 Balkans 191
Cooperation 124 Africa 16
Middle East 17
Others 9
Personnel
Middle East
(Israel, Gaza, Hebron)
24
Balkans
(Bosna, Kosovo, Albania, FYROM) Lebanon
2,716 2,743

Others .
(Cyprus, Malta, Egypt, Afggir;:tan
Mediterranean Sea, India/Pakistan) ’
171 Africa
(Morocco, DR, Congo, Sudan)
204

Sources: based on data from Law n. 45 (13-3-2008), Italian Ministry of Defense, and Instituto Affari Internazonale.
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Figure 82 Iltaly— Ministry of Defense Budget, 2002-2008 (Billions of Dollars—$)
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Italian Defense Spending

From 2001 to 2008, the Italian total defense budget (excluding pensions, Carabinieri and
some external functions) has ranged from $17.2 billion to $21 billion (see Figure 82). For
2008, this represents about 0.98 percent of Italian GDP— one of the lowest levels of spend-
ing among major European countries and roughly half the amount requested by NATO
(i.e., about 2 percent of GDP). The personnel portion of that Italian budget has ranged from
€5.8 billion to €9.1 billion (see Figure 83). By way of comparison, the 2007 French Defense
Budget was about $50 billion, or nearly 2.5 percent of GDP (about 1.7 percent pensions and
Gendarmerie), while the United States spends about 4 percent of its GDP on defense.

"The gap between ambitions, international engagement and available Italian defense resources
is more striking when considering Italy’s participation in international missions. Increased
operational expenses put more strain on defense budgets, as the additional funds voted by the
Parliament on a yearly basis barely covers additional expenses. Moreover, the country faces
continued systemic economic problems. Italy has one of the lowest growth rates of countries
in Europe and is affected by a very large and expensive public bureaucracy. The prominence
of public jobs and social spending makes jobs a particularly important consideration in #//
Italian government decisions, including military force downsizing and procurement.

B. Italy and the United States— A “Special Relationship”

The bilateral Italy-U.S. relationship has always been very strong, despite the historic
presence in Italy of a strong communist party and a pacifist Catholic community. The
strong U.S.- Italian relationship evolved particularly during the Cold War period. After
World War II, the United States saw the value of southern partners and included Italy in the
Atlantic Alliance in 1949 as a barrier to Soviet expansion.

The situation today is quite similar: the United States and Italy have evolved into a close
relationship in recent years—often called a “special relationship.” The U.S. Department of
State describes the relationship as follows:

Italy remains a strong and active [T]ransatlantic partner which, along with the
United States, has sought to foster democratic ideals and international coopera-
tion in areas of strife and civil conflict. Toward this end, the Italian government
has cooperated with the United States in the formulation of defense, security,
and peacekeeping policies.”

The elements of this renewed partnership are:

* TItaly’s support of the U.S. efforts in the operations against international terror-
ism through information exchange and expeditionary forces (Operation Enduring
Freedom). The United States considers Italy a leading partner in the fight against
terrorism.””

* Astrong U.S. force presence (roughly 13,000 active duty in nine bases) in the Italian
territory and regular guarantee to U.S. over-flight clearance. Under longstanding
bilateral agreements flowing from NATO, the United States has important military

¥ U.S. Department of State (DoS) website, Background Note on Italy, op. cit.
2 U.S. DoS website, op. cit.
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facilities in Italy, including Vicenza (home of 173d Airborne Brigade) and Livorno
(Army); Aviano (Air Force); and Sigonella, Naples and Gaeta, home port for the
U.S. Navy Sixth Fleet.™

* Italy’s role as the regional center for a number of U.S. government agencies in
Europe, serving as a coordinating point.

* A historic Italian Ministry of Defense (MoD) preference for U.S. hardware and soft-
ware and training, due to the ongoing desire and need for Transatlantic interoper-
ability, particularly of interest as the United States and Italy are often in operations
together.

As noted earlier, Italy has supported U.S security policies even when these actions were
unpopular with its citizens. In 2007, there were large demonstrations of followers of the
Communists, the Greens, part of the Democrats of the Left (DS), and of the Margher-
ita—political parties in Italy—against a U.S. projected extension of a base near Vicen-
za.** Along with the need for refinancing the Italian troop deployment in Afghanistan,
the Vicenza base extension provoked Prime Minister Romano Prodi’s loss of a vote of con-
fidence in the Italian Senate in February 2007. Prodi decided to maintain a left-to-center
alliance, which retained the commitment for deployment in Afghanistan® and in January
2008, the Prodi government fell when one coalition partner withdrew support. Former

Prime Minister Silvio Berlusconi was then returned to power (for his fourth term) after
elections on April 13-14, 2008.”*

Prime Minister Berlusconi is viewed as a pro-U.S., pro-NATO and generally pro-mili-
tary leader. Berlusconi had a close relationship with the Bush White House in his previous
terms as Prime Minister. While Prodi was viewed as leaning more toward the EU and
multilateralism, Berlusconi may alter the tone or rules of engagement (while no doubt main-
taining a strong balance with the EU). However, during the previous 5 years of Berlusconi’s
government (2001-2006), the budget for defense was regularly reduced; the overall defense
budget reduction during those years was in the range of €3.5 billion from procurement and
some €2.3 billion from operations and maintenance (O&M). During the following two
years of Prodi’s government, additional resources were given to defense. The 2009 budget
proposed by Berlusconi government is cutting heavily again both the O&M and investment
components, to a point where the effectiveness of the military forces are put into question
even in the short term.

U.S.-Italian Trade and Defense Cooperation

Legal Framework for Cooperation

A key umbrella for the bilateral defense acquisition relationship has been the U.S.-Italian
reciprocal Procurement MOU. This MOU provides in principle that U.S. firms are afforded
access to Italian defense markets and are treated no less favorably than are domestic firms

¥ U.S. DoS website, op. cit.
#* See article at: http://news.bbc.co.uk/2/hi/europe/6370671.stm.
* See article at: http:/news.bbc.co.uk/1/hi/world/europe/6388455.stm.

%6 Berlusconi was sworn in as Prime Minister in May 2008. U.S. Department of State website, Background Note on
Italy, op. cit.
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(and provides reciprocal equal treatment in the United States for Italian firms). The United
States and Italy recently signed an amendment to the MOU to address areas where Italy
perceived the need for change; the amendment is currently in the ratification process and,
when adopted, will serve as an umbrella agreement for further technical documents on
specific elements.

Like several other countries studied, Italy and the U.S. Department of Defense (DoD)
have also signed a Declaration of Principles (DoP). DoPs are non-binding bilateral agree-
ments on defense industrial cooperation. The U.S. signaled its willingness to enter into
the DoPs on the basis of a partner nation’s approach to the so-called “Five Pillars of Com-
patibility and Confidence,” that is, five factors that describe the willingness of the United
States to engage in deepened defense industrial relationships with other countries: 1) export
controls commonality and reciprocity; 2) industrial security commonality and reciprocity;
3) intelligence cooperation; 4) law enforcement cooperation; and 5) guaranteed reciproc-
ity of access to defense markets. The DoP initiated a process of bilateral working groups
designed to facilitate stronger cooperation, but so far no firm agreements have been reached
under the DoP.

U.S.-Italian Cooperative Programs

Since interoperability of Italian forces with the U.S. forces is a key requirement for Italy,
there has, not surprisingly, been a significant amount of cooperation in the past and it con-
tinues today.

The initial contracts between Italy and the United States were for production under
license (e.g., production under license of the Lockheed F-104 Starfighter, as described
in Chapter 8). This early licensed production was fundamental to the re-birth of Italian
defense and aerospace industry after WWII.

From the Italian perspective, the nature and the quality of cooperation has improved over
the decades. Two of the most significant cooperative programs underway today include:

* Medium Extended Air Defense System (MEADS). MEADS is a joint U.S,,
Italian and German cooperative program under the NATO umbrella. Designed
to replace the Hawk and Patriot missile systems, MEADS will protect mobile
forces and fixed installations against aircraft tactical ballistic and cruise missiles
and unmanned aerial vehicles (UAVs). MEADS International, the company formed
to develop MEADS, is made up of three original participating companies: MBDA
(formerly Alenia Marconi Systems) in Italy, EADS in Germany, and Lockheed
Martin in the United States. Funding for the research and development (R&D) is
provided by the United States (58 percent), Germany (25 percent) and Italy (17 per-
cent). Development work was allocated in accordance with national funding. The
program has had a very long gestation with many ups and downs—including near-
death phases. I'TAR-related problems have figured prominently in the program. In
December 2007, NATO MEADS Management Agency awarded MEADS Inter-
national a contract to incorporate the PAC-3 missile segment enhancement as the
baseline interceptor for the program.’”’ Italy is unhappy with some aspects of the
U.S. participation in MEADS. Italian officials reported to this study team that Italy

#T MEADS details are from the UK Army Technology website: http://www.army-technology.com/projects/meads/.
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is “forced to duplicate parts of the MEADS the United States refuses to release to
Italy.” This underscores Italian concerns on the U.S.s technology release policy
toward Italy, discussed in detail below.

* F-35 Joint Strike Fighter. Over the years, licensed production has been increas-
ingly replaced by joint development or production programs, which more fully
engage Italian industrial and technological capabilities. The most significant and
strategic level of cooperation and technological transfer for Italy today has been
the F-35 Joint Strike Fighter (JSF) program, intended to replace the F-16 Falcon,
AV-8B Harrier and FA-18 Hornet strike fighters. In June 2002, Italy joined the JSF
program in the System Development and Demonstration (SDD) phase, with an
initial investment of just over $1 billion. In February 2007, Italy signed the Produc-
tion, Sustainment, and Follow-on Development (PSFD) MOU, investing another
$1 billion in the JSF program. These investments cover development only and do
not include production and delivery of actual aircraft. Production aircraft must be
ordered within the next three years and then paid for at a current cost of $48 to $65
million per copy, depending on which F-35 variant is purchased. Other than the
United States, Italy is the only other nation expected to buy both the conventional
takeoff-and-landing and the short-takeoff-and-landing variants of the F-35. Italy
has upwards of a $6.5 billion work share in the JSF program overall.

In 2006, Washington and Rome finalized an agreement that gave Italy the only Euro-
pean JSF final-assembly line. Alenia Aeronautica, already a second-source supplier of F-35
wings, will execute the assembly work near Cameri, in the northern part of the country.
Current planning calls for final assembly of all Italian (131) and Dutch (80) aircraft to take
place there. In June 2006, Aviation Week reported:

[TThe [JSF] final assembly deal is another bridge between the defense indus-
tries of Italy and the [United States]. Last year, a Lockheed Martin team was
[also] chosen over incumbent U.S. contractor Sikorsky to supply an [Finmec-
canica] AgustaWestland-designed helicopter to transport the president. “The
U.S. administration has realized that Italian products are very, very competitive
products,” Giordo says [CEO, Alenia North America]. “During last year, the
U.S. industry and U.S. administration realized that we can really contribute.”™

Despite the criticality of the JSF program to the Italians, in October 2008 Italian budget
constraints resulted in Italy announcing “... [Italy] will abandon its participation in the JSF
IOT&E [initial operational test and evaluation] and, along with that, the purchase of the
first test aircraft this year...The new [Italian] government has invoked the need to reduce
expenditure. The Italian government has, however, reaffirmed its explicit support for the
JSF program, and the Italian participation to the SDD phase.”* This means that Italy can-
not fund its initial aircraft buy and so cannot participate in the JSF initial testing—as it had
planned to do. However, Italy is still very much committed to its role in the JSF program
and the eventual purchase of the aircraft. These are the types of issues endemic to multi-
national programs.

B Qiation Week, June 19, 2006, http://www.aviationweek.com/aw/generic/story_generic.jsp?channel=aerospacedaily
&id=news/JSFM06196.xml.

#* Source: Dutch MoD release of Letter to Parliament, issued Oct. 7, 2008, available at: http://www.worldaffairsboard.
com/military-aviation/47240-italy-pulls-out-jsfs-iot-e.html.
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Figure 84 Italy-U.S. Defense Trade Flow (Billions of Dollars—$)
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Nevertheless, Italy remains unhappy with several aspects of the U.S. treatment of Italy
on the JSF program, including the fact that the U.S. entered into a Framework Agreement
with the UK on JSF but only signed a less broad in scope PSFD MOU with Italy. Italian
officials remain unsatisfied with U.S. disclosure policy on JSF, which Italy believes directly
limits their ability to merge the JSF into existing Italian forces and systems/subsystems.

U.S. Sales and Market Presence in Italy: Strong Legacy, Changing Model

Strong U.S. Legacy in Italian Defense Markets. As set forth on Figure 84, the data
on U.S. defense trade with Italy reflects a fairly low level of U.S. defense sales to Italy from
2002-2007. Specifically, U.S. sales to Italy in the period ranged between about $300 million
and $1.2 billion a year (except for 2002, in which sales were about $100 million). This period
shows an increase in U.S. sales to Italy; these years may be higher than previous years due to
U.S. exports in support of the conflicts in Iraqi and Afghanistan. Data provided separately
by the U.S. Office of Defense Cooperation (ODC) in Italy (located in the U.S. Embassy)
suggests that annual U.S. defense sales to Italy is somewhat lower, averaging between $400
million and $500 million annually.”* The ODC estimates that the average total is upwards
of $550 million if FMS training sales are included.

Based on the data we have, a good portion (estimated at about 50 percent) of the U.S.
defense firms’ annual sales in Italy are from U.S. FMS, with the remainder from direct

** As discussed in Appendix I, the differences in these defense trade figures reflects different methodologies and the
relative lack of precision of any available data.
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Table 40 U.S. Defense Systems and Programs In Italy

Systems/Platforms Missiles/Smart Munitions C4ISR Products
F-16A/B (34 in leasing agreement via FMS) Delta Il Launch System Joint Tactical Radio System (JTRS)
CH-47 (Agusta Prime, Boeing platform) JDAM Night Vision Goggles
C-130J Stinger Airborne Early Warning & Control (AEW&C)
Predator/Reaper UAVs Small Diameter Bomb
Boeing KC-767 Tanker (4 aircraft) TOW Missile

PAC-3 Missile Support
AIM-120 AMRAAM
AGM-65 Maverick

AGM-88 HARM

commercial sales. The type of system or nature of the system/product being sold is typically
the determinant of whether the U.S. sale is made through FMS or commercial channels.

This very modest level of U.S. sales to Italy under-represents the relative importance
of U.S. products in Italy. For comparison, the United States averages about $450-500 mil-
lion in defense sales a year to both Italy and France, but the French annual defense budget is
about twice the size of the Italian budget. Thus, viewed as a percentage of the Italian defense
budget, the U.S. presence in the Italian defense market has over the years been particularly
significant, with the United States often providing key platforms and prime level contracts.
As Italy is a close ally, leading U.S. platforms have been sold to Italy without many specific
restrictions or limitations on the subsystems included.

As seen in Figure 84, Italy’s sales of defense goods to the United States have been even
more limited. During this period, Italy’s sales to the United States are less than $100 mil-
lion a year.” Ttaly’s modest defense sales to the United States also understate the value of
the Italian relationship to the United States as a coalition partner and program participant,
as discussed earlier. Table 40 provides a representative list of the range of U.S. programs in
which Italy is participating (in addition to the JSF program), as well as defense systems and
products Italy has purchased, leased, or ordered.

Generally, the U.S. participation level in Italian subsystems markets has largely remained
stable over time. It should be noted, however, that increased competition with Europeans
and Italians with I'TAR-free solutions is challenging the U.S. position in areas of less-crit-
ical technologies.

These U.S. system and product sales also bring a stream of follow-on logistics and FMS
training business to the U.S. manufacturers. Today, even on some of the older U.S. systems,
U.S. firms have revenue flow from ongoing modification or logistics support work.

* This data does not include sales of Italian firms based in the United States. Further, this trade data may not reflect
all international cooperative sales, such as JSF related investments made by Italy (which may not necessarily be
reflected in defense trade).
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U.S. System and Product Presence, But Little U.S. Ownership in Italy

Given the list of U.S. products Italy has bought for its military, there is surprisingly little
U.S. defense firm presence in Italy. This in part reflects the past practice of U.S. firms sell-
ing systems and products made in the United States. It also reflects the limited acquisitions
made by U.S. firms of Italian defenses businesses, which is discussed in detail below. For a
variety of reasons, including Italian MoD concerns about foreign ownership of this impor-
tant source of security, jobs and technology, the Italian climate has not been attractive for
U.S. investment in defense businesses. The very rigid labor market rules and demands, and
the onerous Italian bureaucracy in general, also dissuade U.S. buyers.

Most U.S. defense firms work through Italian agents to help promote sales and provide
ongoing contacts for any issues in program execution. Boeing and Lockheed are the two
U.S. firms with the highest levels of defense activity in Italy today. While these U.S. firms
have significant activities in Italy, they do not have subsidiaries or wholly owned companies.

* Boeing has the largest presence of a U.S. defense firm in Italy, with about 80 people
in country, the majority of whom work at the Alenia Aeronavali facility in Naples
doing aircraft modification work, including the KC-767."* Boeing also has a sig-
nificant amount of activity there, with not only the past sales of Boeing products
to Italy (JDAM, the KC-767 tanker, etc.) but with current programs such as busi-
ness development on the CH-47F, AEW&C, and space launch services. Boeing is
a teammate with Finmeccanica on Italy’s new Network-Enabled Soldier program.

* Lockheed Martin also provides support for its products in Italy. It has a about $700
million support contract for the F-16 (34 leased of which 5 have been lost due to
accidents), and has delivered C-130]s (22 sold) as well as other programs such as the
PAC-3 missile. While Lockheed has agent support and a limited formal presence
now, Lockheed’s presence is expected to grow as it develops the Italian JSF final
assembly line. Lockheed also actively bids in new system contract opportunities.

* Northrop Grumman had established a presence around the prospect of selling
UAVs to Italy, but as of this writing, the sale did not proceed and their representa-
tive is no longer in Italy.

* In the aerospace area, Rockwell Collins has an office in Rome and GE has some
technology work (as well as other commercial activities) in Florence and Milan.

A Changing Model for U.S. Sales. However, increasingly, the model for U.S defense
sales in Italy has been shifting. U.S. systems and products face more competition, and must
offer more Italian participation in the solution.

In the past, Italy has often not used competitive procurement in any meaningful sense of
the term, transparency lacking in many of its contract awards. Italy has awarded about 85
percent by value of its contracts either as sole source or as part of a multinational program.

* “Boeing’s three-year delay in delivering the first of four new aerial tankers to Italy is likely to cost Boeing a financial
penalty, according to Bloomberg News. The company is negotiating with the Italian government over the size of
that compensation, said the news service. Boeing had promised to provide the first tanker to Italy in November
2005, but that delivery is now set for this November [2008]. The second tanker’s delivery is now projected to be
21 months late while the third and fourth planes are expected to be 16 and 12 months late.” Tucorma Washington
News Tribune, Aug. 14, 2008. Available at: http://blogs.thenewstribune.com/business/2008/08/14/italy_will_penal-
ize_boeing_for_late_tank.
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U.S. firms have at times benefited from those sole source awards, as Italy often did an infor-
mal early review and determined to buy a U.S. system to meet its needs.

Today, when a U.S. company bids on an Italian program, it must often compete against
other global defense firms—all of which are working to offer Italy the best solution, price
and Italian partnering/jobs offer. While the JSF is a very large-scale cooperative program
and so perhaps a unique example, it is representative of the approach of incorporating Ital-
ian industry that the Italian government equally seeks for smaller systems or products. U.S.
firms today have the best success in winning awards in Italy when they have a desirable,
unique capability and can pull in local partners. In fact, for U.S. firms, the key formula to
prevailing is to have both “a better widget” #nd to provide local jobs (through partnering)
and technology. As one data point, the JSF program has the possibility of bringing nearly
10,000 jobs to Italy over the 40-year life of the program.

II. Italian Defense Market: Supply and Demand Side Dynamics

Evolution of Italian Defense Industry

Historically, the defense industry in Italy primarily consisted of state-owned defense
and dual defense-commercial aerospace companies. But post-Cold War budget cuts and the
gradual transformation of the military forces and systems have gradually led to a significant
evolution of Italian defense industry. Force reductions, the changing nature of the threat,
and the new transformational focus on network-centric and expeditionary warfare, all trans-
late to less emphasis on traditional platforms than in the past. Italy is making gradual prog-
ress in this direction, but does not have all the pieces in place. Its doctrine and procurement
priorities are still platform-driven and are beyond what is possible under planned budgets.

Over the years, budget cuts resulted in fewer programs and a smaller defense market;
the internal Italian market could not sustain a significant level of investment across all Ital-
ian industry business areas, leaving industry with no choice but to seek more sales outside
national boundaries. This drove Italy and its industry to participate in multinational pro-
grams and export sales to maintain a sufficient volume of sales to keep unit costs down and
product lines viable.

Italian Cooperative Programs With European Partners

To compensate for declining budgets, Italy began entering into numerous joint or “coop-
erative” defense programs with other European governments in the 1990s. While there
were some examples in the past (e.g., the Tornado program in the late 1970s), the post-Cold
War decline in military budgets accelerated the trend toward cooperative development. At
present, Italy is involved simultaneously in dozens of bilateral and multinational programs
with European partners, primarily with France, the UK and Germany. Major programs
include the Eurofighter Consortium (with Germany, Spain, UK) and the MEADS program
(with the United States and Germany).



414 ForTRESSES AND ICEBERGS

Table 41 Italy—Top Suppliers to Italian MoD (Millions of Dollars—$)

Market
Company 2006 2007 2008 Total Share (%)
Finmeccanica 1,278.38 1,150.35 1,011.51 3,326.03 29.4
Fincantieri 677.20 689.56 701.92 2,068.68 18.3
Fiat Group 478.47 487.21 495.95 1,461.63 12.9
Eurofighter 400.02 407.33 414.64 1,221.99 10.8
Dassault 326.62 211.04 256.70 794.36 7.0
Boeing 230.91 237.38 243.85 712.15 6.3
NH Industries 0.00 133.72 269.98 403.69 3.6
Fiat-Finmeccanica 117.46 73.79 143.71 334.96 3.0
Eurojet 78.45 79.88 81.31 239.64 2.1
Orizzonte Navale 12.00 33.64 155.91 201.55 1.8
MBDA 50.74 52.05 53.37 156.16 1.4
BAE Systems 43.21 45.39 37.40 126.01 1.4
SITAB 26.24 26.24 26.24 78.72 0.7
Diehl 14.82 30.02 30.81 75.64 0.7
Rolls Royce 14.62 29.70 30.59 74.91 0.7
Lockheed Martin 25.53 30.63 0.00 56.16 0.5
Total 3,774.66 3,717.93 3,953.90 11,332.27 100.0

Source: Documental Solutions Database.

Consolidating and Internationalizing

Consolidating into National Champions. The Italian defense industry has been radi-
cally restructured over the past decade. Some traditional companies were downsized or
closed facilities, while a myriad of small and medium-sized companies were merged — many
under Finmeccanica’s control. In fact, consolidation in Italy brought many formerly sepa-
rate Italian defense firms under the aegis of two national champions: Finmeccanica (aero-
space and defense) and Fincantieri (shipbuilding). Further, in keeping with overall policy,
the Italian government began privatizing both Finmeccanica and Fincantieri (as discussed
in detail in III. Evaluation of Market Access Metrics, later in this chapter).
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Figure 85 Italian Aerospace and Defense Companies (Billions of Dollars—$)
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Italy’s defense industrial capabilities are today very concentrated in a small num-
ber of firms, many of which are owned or controlled by Finmeccanica (see Figure
85). Not surprisingly, as shown on Table 41, the Italian MoD awards a large share
of its work to these Italian firms. Finmeccanica and its affiliated firms, by its own
account, now receives an estimated 70 percent of Italian defense research, develop-
ment, testing and engineering and procurement spending. Hence, today Finmec-
canica is the dominant actor, in industrial and technological terms, of the internal
Italian market.’”

* On Table 41, “Top Suppliers to Italian MoD,” Finmeccanica does not appear to have a 70 percent share because
of how the funding is distributed. The 70 percent is net of direct and indirect sales, i.e., some of the funding is via
Italian multinational cooperative programs — e.g., Eurofighter — in which Finmeccanica receives the Italian funds
through its participation on that program. Figure 85, however, does reflect the many Italian businesses within Fin-
meccanica’s domain that receive such funds.
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Figure 86 Finmeccanica International Links
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Italian industry has inevitably had to become more export-oriented and increasingly
moved into other European markets. Finmeccanica today is a multidomestic company, with
the UK MoD as the second main customer and a widespread local presence in England.
This is in large part due to Finmeccanica’s acquisitions of the UK firms AgustaWestland
(2004) and Selex (partial ownership in 2006 and full ownership in 2008).

Avio (propulsion) and Fincantieri (shipbuilding) are the only two Italian large defense
companies outside Finmeccanica’s ownership and control. That said, both have significant
work agreements with Finmeccanica as the Italian leader for the production of joint pro-
grams. In addition to these larger players, there remain dozens of medium and mostly small
private companies, often specialized in niche capabilities and depending on subcontract
work assigned by the main players.

The state ownership of Finmeccanica, Fincantieri and other Italian firms facilitated
the process of internal concentration and restructuring because the State could allow or
encourage specific mergers and acquisitions. Nevertheless, some interviewed believe that
Finmeccanica’s dominant Italian position today could reduce the appeal of further consoli-
dation within international alliances.

Internationalization

As all Italian defense firms gradually are losing their original national roots, they are
becoming less reliant on Italy and its relatively small and stagnant market. Instead, they
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Figure 87 Main Links Among Leading International Groups
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are exploiting a more multidomestic strategy, seeking entrance, contracts and industrial
capabilities in the UK and the United States, in particular, as well as some less-developed
Eastern markets.

The result of this process of internationalization is the buildup of more joint ventures
(JVs) and alliances with European firms in light of the broad range of European joint pro-
grams. In recent years, the complex set of European JVs have led in time to complete Euro-
pean corporate consolidations (MBDA, etc.) in which Finmeccanica is a significant share-
holder and strategic industrial partner (see Figures 86 and 87).

Italian Defense Acquisition—Key Drivers and Players

Italian security and military strategy sets the context for Italian defense acquisition. Spe-
cifically, Italian defense acquisition strategy is shaped by the following primary factors:

* Stagnant Italian national budgets with a low level of defense;

* Sustaining operational and deployment capabilities to meet commitments to the
United States, NATO and the EU context; and

* Realistic desires to keep “a foot in both camps”—that is, to simultaneously main-
tain both its special closeness and technical ties with the United States and a central
position in the EU.



418 ForTRESSES AND ICEBERGS

Organizations and Players in Italian Defense Acquisition
In practice, multiple governmental entities are involved in Italian defense acquisition.

Segredifesa (SG/DNA), a joint military and civilian organization reporting directly
to the Chief of Defense Staff of Italy (CHOD), is in charge of the defense procure-
ment process, but the procurement decisions are finally decided by the Joint Staff, together
with the individual Service’s Staffs. Technically, Italy’s CHOD is the final authority on all
acquisition decisions. The most relevant procurement decisions, those having a significant
international or economic impact, need the direct support of the Minister of Defense, who
is often asked to convince the Prime Minister and the Treasury to support the funding for
the program.

The Parliament has a role as it approves the defense budget and provides a mandatory,
legally non-binding, approval of each procurement decision that involves the acquisition
of hardware or the improvement of any defense capability. Participation in development
programs, even on the scale of the JSF, does not technically require approval of Parliament.
However, the defense staff will often seek approval if they believe the timing is propitious
to get future procurement approvals.

Ministry of Economic Development— Some additional defense R&D funds, as well as
some procurement funds, are provided for by this Italian domestic economic development
department. This funding is allocated more on the basis of industrial and technological
logic than of defense operational requirements. Development funds provided by the Italian
Ministry of Economic Development (approximately $1.5 billion a year), must be placed into
Italian industry; some of the funds for JSF are from this source. These additional funds
have been instrumental to the start-up of new programs or upgrade of old capabilities, thus
relieving in part the burden on the defense budget. A large portion of Eurofighter procure-
ment comes from this budget.

Many Other Political Players—In Italy, the study team was told, everything is politi-
cal. This is especially true in defense matters affecting national budgets and jobs, and where
the State still holds an ownership share in key defense firms. Government representatives
are a part of some company boards, although they often play an arm’s-length role. As noted
above, many decisions need the Minster of Defense, Prime Minister and Treasury support.
To that end, decisions on programs involve a complex combination of political players and
party interests, depending on the situation. For example, the Prime Minister’s Political
Advisor played a key role in facilitating the approval of the JSF MoU.™*

Key Drivers of Italian MoD Acquisition Strategy

Inadequate defense budgets have driven the Italians toward buying mature “non-devel-
opmental” systems or joining multinational development programs. There are simply not
enough funds for large national-only programs. While the Italian military has the goal to
develop network-centric capabilities, and to more generally move in step with its NATO
Allies, its budget often allows only slow progress toward the transformation and change the
military wants to achieve.

* Once the MoU was approved, the Deputy Secretary General of Defense for Procurement signed it with the United
States. Information on political aspects of decisions were obtained through study team interviews. For JSF MoU sign-
ing, see American Forces Press Service, June 24,2002, at: http://www.defenselink.mil/news/newsarticle.aspx?id=43725.
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Realistically, the key drivers for MoD acquisitions are:

* Maintain significant operational capabilities in the near and medium term to per-
form vital security missions;

* Maintain commonality and interoperability with the United States, NATO and
European forces for smooth operations in deployment;

* Ensure security of supply for sources beyond Italian borders; and

* Provide for adequate local industrial and technological participation in defense pro-
gram work, to sustain and build Italian technology and industrial capabilities.

Complex Italian Buying Preferences

When Italy plans new contracts or new systems, its preferences for sourcing vary
and sometimes run at cross purposes. Government officials and market participants
described the Italian preferences as follows:

Italian Military Preferences

1. Buy American—a preference for U.S. technology; seek strong U.S. and NATO
interoperability. This is most true for the Italian Air Force and for some C4ISR
capabilities, and less true for the Navy, which tends to prefer French and Ger-
man solutions, and ground forces which often buy Italian.

2. Buy Italian or European.

Italian Political or National Government Preferences
1. Buy Italian
2. Buy European

3. Buy American

The relative priority of the United States and the EU in the list of preferences depends
on the pro-U.S. vs. pro-EU leanings of the government and officials at a particular time.
These preferences reflect the long-term close alignment of the Italian military with
the U.S. military and desire for best technology on one hand and on the other, the
natural need for government officials to have a wider view, which includes building
Italian and European industry and technology.

Italian Industrial Policy: Optimizing a Calculus of Jobs, Competition, and
the U.S. and EU Relationships

Italy lacks an explicit written policy or any coherent, across-the-board approach toward
defense industrial policy, but it is shaping an implicit policy through its decisions. Overall,
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Italy continues to juggle multiple competing priorities, living with very limited defense
budgets and a peace-minded populace, while trying to sustain deployments and operations,
support and build defense industrial capabilities, buy for value and utilize competition, and
remain aligned with both the United States and the EU.

Technology/Jobs vs. Competition. First, as discussed earlier, Italy must strengthen
and sustain its technology and industrial base by ensuring that sufficient contracts and jobs
are awarded to Italian-based industry—including jobs requiring increasingly higher levels
of technology.

To do this, Italy’s contract awards and “competitions” for defense have several “unique”
teatures. The long and somewhat behind-the-scenes way that such contract decisions are
handled reflect, and add to the perception of, an overall lack of transparency in its acquisi-
tion processes. Italy’s procurement process is discussed in full below. When Italy does allow
competition for awards, it often proceeds as follows:

* An informal up-front analysis to consider possible solutions. A first phase of
competition for new systems and concepts is done in a less formal manner, short of
an official Request for Procurement type of announcement. This “off-line” compe-
tition is a sort of streamlined first assessment of existing products and systems that
may prove suitable as a solution. Both government and industry officials in Italy
reported to the study team that in most cases Italy simply does not have the budget
to do otherwise; they simply cannot afford to carry multiple firms through a devel-
opment phase of a program (a typical pattern in the United States).

* Foreign firms must find Italian partners for “industrial return participation.”
Italian work share is a key deciding factor in procurement decisions. Non-Italian
firms need to line up with Italian partners and suppliers in offering even these
informal solutions. For example, a U.S. firm with an existing solution needs to offer
Italian elements on-board that system or offer specific technology or jobs to support
or match the value done outside Italy. Firms must also offer efficient system solu-
tions as they follow through with these “offsets.”

* A formal award is typically made on a sole source basis to one of the teams
whose solution was reviewed informally. Rarely will the Italian MoD fund
developmental costs other than those for major weapons systems programs. Due to
budget constraints, the MoD will increasingly opt for already developed solutions,
where development was funded by a contractor or other agencies. The Italian MoD
prefers firm, fixed-price contracts; depending on the situation, other types of con-
tracts can possibly be negotiated.

* Long delays and interruptions occur. At the same time, Italian procurement
decisions may drag on for months or be postponed and restarted due to Italian bud-
get limitations or uncertainties over political support for the program in question.
Further, although contracts often take longer to execute, sometimes two or more
years from the date of bid acceptance, a price is typically considered firm until the
contract is finalized. Firms trying to market solutions must have patience, expend
capital and have Italian agents or representatives who know the political process.
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Italy’s Historic Reliance on EU Rules to Avoid Competition:
Emerging Constraints

To make frequent sole source awards, or awards that appear to be made without clear or
open solicitation, Italy has often invoked the Article 296 EC Treaty exemption.

As fully discussed in Chapter 5, Italy’s use of Article 296 EC Treaty has received particu-
lar attention. In April 2008, the European Court of Justice (ECJ) ruled that Italy violated
the EC Public Procurement Directive by following its common practice of granting sole
source contracts for helicopters to AgustaWestland.™ In this case, Italy awarded a contract
to supply helicopters to meet the requirements of several military and civilian corps of the
Italian government, including the Fire Brigade, Forestry Service, and Coast Guard.

Italy defended its sole source award to AgustaWestland under Article 296 EC Treaty,
arguing that the helicopters were dual-use in nature and could be used for both military
and civilian purposes. With the potential —but not the actuality—of military use, Italy
asserted that it should be allowed to claim an exemption from the public tendering rules
under Article 296 EC Treaty because of its alleged “essential interests” in security. Signifi-
cantly, the EC]J squarely rejected this claim, ruling “[i]t is clear from the wording of [Article
296]... that the products in question must be intended for specifically military purposes.
It follows that the purchase of equipment, the use of which for military purposes is hardly
certain, must necessarily comply with the rules governing the award of public contracts.
The supply of helicopters to military corps for the purpose of civilian use must comply with
those same rules.”**’

This ruling garnered the attention of many Member States for its enforcement of the
growing position asserted by the Commission that defense should not be exempt from EU
competitive practices, as has often been the norm. Italy was of course particularly con-
cerned. In interviews with this study team, Italian government officials said the ECJ find-
ings on this case “put Italy on the spot” but that they “welcome a stricter discipline on the
use of Article 296 across the EU.” They said they do want to encourage a wider European-
based market, as Italian firms could benefit from those opportunities as well.

Given the forces at work today, the general outlook for the future in Italy is of a market
increasingly somewhat more open to competition on a case-by-case basis, but with compe-
tition still more informal and backroom in nature than traditional open and competitive
public procurement processes.

Balancing the U.S. and an Evolving EU Defense Market

Moving Toward the EU Market. While sometimes expressing doubts and cautions,
Italy supports EU efforts to build up ESDP and move toward an open European defense
market. The Italian industrial and MoD procurement leadership recognize Italy’s internal
buying cannot sustain the current Italian defense industry—especially in legacy areas like
ships. They understand that more rationalization is needed at the European level, and the
days of true nationally fed “national champions” are ending.

* See Case C-337/05, Commission of the European Communities vs. [talian Republic (Judgment of the Court) (April
8, 2008) (“EC]J Italian Helicopter Ruling”). Available at: http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=
0J:C:2008:128:0002:0003: EN:PDF.

% Case C-337/05, ECJ Italian Helicopter Ruling, pp. 6-7.
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However, national tendencies still exist and the internal market is still considered an
essential element for further growth. Italian government and industry officials recognize
that national programs are very inefficient and often not affordable. They also recognize
that the current nation by nation markets, where each EU Member State has its own pro-
curement rules and defense standards and specifications, causes a good deal of extra expense
and added time—making European products more costly than equivalent U.S. products.
This makes it particularly challenging for European multinational cooperative programs to
achieve efficiencies, and for European systems to be competitive with U.S. systems in wider
global markets.

For all these reasons, Italy supports increased European defense and armaments coop-
eration, including support for the program management agency OCCAR (Organization
for Joint Armament Cooperation) and other bilateral and multinational acquisitions among
European partner nations. Italy has also for some time recognized the need to develop a
better regulatory environment for transnational cooperation and defense companies. In
the past this led to the promotion of Italian participation in joint procurement managed by
OCCAR, as well as the LOI process. More recently, it has led to increased joint activity with
the European Defence Agency (EDA), in particularly in R&D and common capabilities.

Italy also generally supports the new EC Defense Package. An Italian government official
indicated that Italy supports the package overall because the EU needs to remove internal
barriers—despite the fact that “this needs to be tested—it is a No Man’s Land right now.”
They also suggested the new EC Directives might also “remove some global barriers.” Italy
sees the need for consistent rules in all EU Member States governing defense markets in a
wide range of areas (e.g., security of supply, information security, transfers, etc.).

Italian government officials also reported that Italy worked with like-minded Member
States—France and Austria, for example—to make improvements to the EC Directives
before they were recently approved by the European Parliament (as discussed in Chapter 5).
When it comes to creating a truly European defense market, an Italian government official
summed it up by saying “this is an irreversible process.”

No Fortress Europe. The trend toward increased internationalization in Italian pro-
curement is strong and will be further reinforced by the continuing reduction in resources
and advancements in the process of transforming national players into veritable transna-
tional or multinational defense companies.

In this regard, Italy apparently has a different view of the EU initiatives than does France.
Whereas the French view implies an element of “European (i.e., European-Gaullist) prefer-
ence,” Italy does not seek to move in that direction. Rather, Italy still sees its armaments
and industrial cooperation with the United States as vital to its security. Thus, the Italian
government wished to avoid creation of a Fortress Europe situation. Italians suggest the EU
effort to create an internal market for defense will reinforce the ongoing globalization of
the defense market, and should not be seen as an obstacle to further Transatlantic develop-
ments.

According to Italian officials, however, the final result of this process will largely depend
on the U.S. willingness, in their view, to establish a fair partnership, reducing barriers
to entry and obstacles to the creation of a truly Transatlantic market. In their view, this
will also require a multilateral framework that goes beyond the bilateral relationships the
United States has established with some countries.
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Italian officials warned the United States could create its own destiny in this setting. The
basic question, they say, is a level playing field and the reciprocity of trade with European
nations. The Italians seek to be treated as full partners with the United States and, in their
view, this requires a greater degree of technology sharing (i.e., less restrictive ITAR and
national disclosure policies toward Italy). They also indicated that the ITAR could hamper
U.S. ability to continue its long-term place in Italian systems. “It is not a national policy [of
Italy] —it is simply a genuine economic expedient for European firms to avoid I'TAR prod-
ucts,” said one senior Italian government official.

The Italian government’s defense industrial policy guidance and direction for the future
remains uncertain—in the absence of a formal policy stating what sectors should be con-
sidered strategic and, therefore, should be maintained locally.

That industry view may be best summarized by the remarks to the study team made by
a senior Italian industry official:

The Italian market was self-contained until just a few years ago. The industrial
landscape has undergone an evolution, and at the same time there are evolving
EU policies and the defense markets in Europe are opening up. Increasingly,
the defense market will be expected to behave as other public markets behave.
But local national firms will continue to take the large shares of the local mar-
ket—they know the national military forces, the logistics, they are closest to the
customer and will accept unique features of the local setting (military, political,
etc.). This will always give them a better position.™

II1. Evaluation of Market Access Metrics

Tariff Rates

By and large, tariffs are not significant barriers between Italy and the United States.
All of the countries studied are members of the World Trade Organization (WTO) and
thus must provide most-favored nation and national treatment to imported goods from
every other country included in the study. Although defense products are generally exempt
from WTO rules governing tariffs and trade, reciprocal procurement MOUs between the
United States and Italy generally provide duty-free treatment for imported defense products
procured from the other country.

However, the MOUs do not apply to dual-use products and technologies such as general
aerospace systems that have both military and civil applications. Thus, as more military
programs rely on commercial off-the-shelf technology, this would tend to put U.S. compa-
nies at a competitive disadvantage vis-a-vis European firms that get the benefit of the lower
intra-European rates that apply under EU rules unless specific exemptions are negotiated
on a bilateral basis.

* Interview with a senior VP of an Italian defense firm.
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Competition in Procurement

Italian Procurement Policy: A Largely Ad Hoc Approach

Defense procurement is a significant part of the country’s public procurement and is in
theory subject to EU market rules that prescribe by law that public tenders above a certain
threshold must be competed. In practice, however, Italy has long invoked the Article 296
EC Treaty exemption to these rules for defense acquisitions—asserting “essential security”
grounds. This has the consequence of affording Italy considerable discretion in conducting
its defense procurements.

In exercising its discretion, Italy does not appear to have a clear or explicit overall acqui-
sition strategy (or, as discussed above, an overall defense industrial strategy). Rather, the
MoD’s decision whether to use competition in defense procurement appears to be relatively
ad hoc in nature—decided on a program-by-program basis—and is driven by a mix of
objectives, including, as noted above, a limited budget, the desire to stay in both camps
(U.S. and European), developing technology and jobs, meeting its operational needs, and
ensuring NATO force interoperability.

Despite Italian support for ongoing EU initiatives to open and integrate the European
market, competition in defense procurement is not perceived in Italy as a positive thing
per se. Hence, not surprisingly, the Italian procurement process has been largely based
on sole-source contracts and contracts awarded in connection with European cooperative
programs.

Moreover, as discussed above, when Italy does hold a competition, it is informal in
nature and considerably different than those held in the United States. It tends to be a top-
level review that happens very early in the decision-making process; the limited economic
resources available do not allow Italy to carry two firms beyond the very early phase of pro-
grams (e.g., the equivalent of a Request for Information or set of written concept proposals).
Therefore, Italy tends make selections earlier in the process—after initial drawings and
designs and before prototypes are developed.

The Italian calculus of best value in decision-making, which is informal in nature, is also
very different from an American style best value calculation. In this regard, there is a strong
focus on Italian jobs and access to technology, which are viewed as crucial to Italy as cost,
schedule and performance are to the United States.

Significantly, in contrast to France and Sweden, there is no clear change in policy in favor
of increasing competition in Italian government defense acquisition. As discussed below,
however, there is some indication of a growing use of competition in practice on new pro-
grams within the time period this study examined.

Italian Procurement Practice: Understanding the Data

In practice, as set forth below, the available data continues to show substantial reliance
on both sole source national buying and cooperative programs in Italy. This market reality
does not augur well for U.S. market access in the future.
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Figure 88 Italy—Total Procurement by Figure 89 Italy—Legacy vs. New
Award Type Procurement
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* Italian Buying of Major Weapons Systems: The Limited Role of Competition.
As shown in Figure 88, of the top 34 Italian defense programs by value,™ only 15
percent ($1.5 billion) were awarded competitively; some 45 percent ($4.47 billion)
were awarded on a sole source basis and 40 percent ($4.053 billion) were awarded
through European cooperative programs (where work share is typically estab-
lished through inter-governmental MOUs and contracts that are awarded through
directed procurement without full and open competition). Several other key points
about the overall Italian buying also are worth noting:

* Opverall Data Can Mask Differences Between Legacy/New Buying. As dis-
cussed below, this overall data on total Italian buying in 2006-2008 may mask
any distinctions between “legacy programs” (i.e., programs where the initial
award for development and/or procurement were made somewhere in the past
before 2006) and “new” programs started during 2006-2008 (which are more
likely to show any meaningful shifts in procurement policy). Hence, we have
separately reviewed the data on “legacy” and “new” programs below to capture
any different trends that may exist.

* A Large Share of Spending Is on Legacy Programs. As shown on Figure 89,
roughly 79 percent ($7.9 billion) of all contract awards during the period studied
went to legacy programs, giving Italy the highest percentage of legacy systems of
any country examined (although the United States’ percentage of spending on leg-
acy programs (77 percent) during the same period is not far behind). The list of Top
Italian Defense Programs (Table 42) shows that legacy Italian national programs
and cooperative programs such as Tornado, Eurofighter Typhoon, and the Cavour-
class aircraft carrier receive the largest amounts of funding.

¥ RDT&E and Procurement programs totaling more than $50 million for 2006-2008.
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Figure 90 Italy—Legacy Procurement Figure 91 Italy—New Procurement by
by Award Type Award Type

Multinational
22%

Multinational Sole Source
45% 55%

Competitive
71%

Source: Documental Solutions. Source: Documental Solutions.

* Most Legacy Spending is Sole Source or Directed. As Figure 90 shows, approx-
imately 55 percent ($4.3 billion) of legacy procurement awards was sole source;
some 45 percent were awarded through cooperative programs (i.e., which, as noted,
were neither competed nor open to foreign participation). It should be recognized,
of course, that most countries studied had high degrees of sole source awards on
their legacy programs (e.g., 79 percent for the United States) and little competi-
tion (although most have more competition than does Italy). The magnitude of sole
source buying reflects the realities of large defense programs. After a major system
has been awarded to a particular firm, the follow-on production buys, upgrades,
modifications and maintenance on such legacy programs are often awarded to the
same firm again (e.g., after an award is made for an aircraft developed and produced
by one firm, it is much more likely to be awarded to that firm for future buys).
Indeed, it would be uneconomic to change system level contractors midstream on
large programs unless the incumbent is not performing (although government cus-
tomers can and should compete the subsystems upgrades and refreshes). Therefore,
not surprisingly, Finmeccanica and its affiliates, the incumbents on numerous leg-
acy programs, received approximately 70 percent of all contracts awarded (by value)
in the 2006-2008 period.

* New Italian Awards Show Some Change and More Use of Competition. To
assess whether Italy is changing its buying habits away from sole source national
and European cooperative buying toward more competitive awards, “new” major
programs were evaluated separately (see Figure 91). Significantly, the data did show
a significant positive change in buying habits, with 71 percent ($1.5 billion) of new
major contracts awarded competitively, 22 percent awarded for multinational pro-
grams and just 7 percent on a sole source basis. However, several cautionary points
about new buying are worth noting:
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Figure 92 Italy—Legacy Procurement Figure 93 Italy—New Procurement by
by Supplier Supplier
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Source: Documental Solutions. Source: Documental Solutions.

* Large Awards Can Skew Data. Of the five new programs awarded competi-
tively in the last three years, European firms won two ($204.7 million), Italian
firms won two (totaling $557.5 million) and a U.S. firm (Boeing) won one award
($712 million) for the KC-767 aerial tanker. This large one-off program skews
the data in favor of both competition and U.S. companies. Absent the tanker pro-
gram, the division between competitive and non-competitive awards would have
been 56 percent to 44 percent—a marked improvement, but not as significant
as the total figures would suggest. Thus, the degree of change in buying habits
must be viewed as tentative; it is too soon to make definitive statements about the
extent of change.

¢ U.S. Firms Face Robust Competition. Today, it is not unusual for U.S. firms
to compete against foreign (European, Israeli) firms for Italian contracts. For
example, Boeing competed against ATR and Thales for maritime patrol aircrafts
and against EADS/Airbus for the tankers. Lockheed Martin competed against
Airbus on transport airplanes, and General Atomics competed against Israeli
Aerospace Industries for drones.

* Sole Source Buying Is Prevalent in Some Sectors. Even among new awards,
sole source national procurement remains the rule in some sectors, particularly
the traditional sectors such as shipbuilding and land systems, where the degree of
international integration at the industrial level is less advanced. Strategic assets
are rarely subject to completely open bidding, restricting the process to invited
ones. Open bidding also is much less prevalent when large international pro-
grams are concerned, even if a certain level of competition remains viable at the
early stage of the process. These types of programs are often decided on a much
more complex set of factors that include foreign policy or security considerations
as well as juste retour principles.
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Figure 94 Iltaly—Defense Market Share by Companies
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¢ Competition Exists in Off-the-Shelf Products. Some considerable competi-
tion happens in areas where either a domestic product is not immediately avail-
able (mostly off-the-shelf acquisitions) or in minor contracts where international
consortia involving the Italian industry are not possible.

U.S. Firms Have a Modest Share of the Italian Defense Market. Historically, and
still today, the largest share of the internal market goes to local firms. As shown in Figure
92, about 70 percent ($5.5 billon) of legacy procurement was awarded to Italian compa-
nies—mainly Finmeccanica and Fincantieri. Another 29 percent ($2.3 billion) was awarded
to other European companies, while only about 1 percent ($56 million) was awarded to U.S.
companies. Looking at new procurement only (Figure 93), we see only modest improve-
ments: 60 percent ($1.2 billion) was awarded to Italian companies, 6 percent ($126 million)
to European companies, and 34 percent ($712 million) to U.S. companies. But again, in
light of the fact of the large Boeing contract, we caution against viewing the 34 percent U.S.
market share as a meaningful observation. Excluding the Boeing tanker, Italian companies
would have won 90 percent of all new procurement and other European companies just 10
percent, while the United States would not have won #ny programs at all.

The modest position of U.S. companies in the Italian market is also shown in Figure 94.
Specifically, three Italian companies— Finmeccanica, Fincantieri and Fiat Group— have a
60 percent share of the Italian defense market; the multinational Eurofighter Consortium
has 10.8 percent, French aircraft manufacturer Dassault 7 percent, and Boeing 6.3 percent.
No other American company has more than a 0.5 percent share of the Italian market.

* U.S. Subsystems Sales Also Are Likely Disadvantaged. While there may be
greater U.S. subsystem participation than this data shows (anecdotal evidence avail-
able to us suggests this), we lack the data to fully evaluate this part of the market.
However, we do believe, as discussed elsewhere, that the trends toward buying Euro-
pean and avoiding I'TAR products and technologies disfavor U.S. subsystem buying.
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Fair and Transparent Procurement Process

Italy’s procurement system is generally one of the least transparent and rule-based of any
systems studied, and therefore poses challenges for U.S. firms seeking to enter the market.

Italy, like other EU Member States, is a party to the WTO Agreement on Government
Procurement (GPA). However, its procurement of “warlike” goods is exempt from the GPA’s
coverage and, hence, only “non-warlike” goods are subject to the Agreement’s disciplines.

In sectors other than defense, the Italian government generally follows EC procurement
regulations, which call for non-discrimination against foreign firms. The overall Italian
defense procurement process, however, is characterized by a certain degree of informality
in approach that prevails over the strict following of written rules. There is no disciplined
structure of precise procurement rules and processes that apply for all defense buys; there
is a general lack of process clarity. An intricate understanding on how to work in the Ital-
ian system, and likely some support, is required to get access to opportunities and awards.
These pose barriers to entry for foreign firms.

Further, local political pressure and administrative procedures are often said to favor
Italian companies. While there is no formal restriction on a foreign firm’s ability to com-
pete (especially for European and U.S. firms), there are a number of cases where officials
utilize private bidding or bidding by invitation; other firms are not able to compete.

However, there is an increasing practice of providing public notice of bidding opportuni-
ties and making the request for procurement available (in newspapers and on the internet),
thereby making bidding opportunities increasingly more visible. Therefore, Italy’s partici-
pation in European initiatives such as OCCAR and the EDA Electronic Bulletin Board
System, the latter of which requires voluntary publication of bids on the EDA internet web-
site, are gradually catalyzing change. Today, most Italian opportunities outside the scope of
large international cooperative programs are published and more open for bidding.

Awards are published and it is possible to protest the fairness of the process in local courts
both for formal and substantial errors. It also is possible to bring a challenge to the EC]
in certain cases (i.e., for abuse of the application of Article 296 EC Treaty). However, such
challenges often are not successful; the Italian judicial process is very slow and cumbersome,
the rulings can take a long time, and the entire matter can damage the reputation of the
protestor with the customer.

Domestic Content

There is no Italian law requiring a minimal share of national content in defense assets;
Italy does not have any law or rule similar to the U.S. Buy American Act. However, as
discussed below, in practice, foreign firms are strongly encouraged to provide a significant
local return of investment when they want to bid for defense contracts of any real value.
(Note that large contracts by Italian standards may be much smaller than a U.S. view of a
large contract.)

The role of Finmeccanica as a “natural” partner for foreign companies willing to operate
in the Italian market has grown recently, parallel to the process of internationalization and
globalization of defense markets. In light of its superior knowledge of the Italian environ-
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ment and its direct links with the political and military leadership, this Italian industry
leader has significant leverage vis-a-vis foreign firms and its own subcontractors given its
size and dominance in the internal market.

As a practical matter, obtaining Finmeccanica’s agreement to partner can be key to get-
ting an award. Depending on the circumstances, the foreign partner can often retain a
major role in the partnership; in turn, U.S. partnering can make Italian firms more com-
petitive in Italy and elsewhere.

As a broad general trend, the relative degree of Italian-national content is slowly dimin-
ishing and the international dimension of the procurement programs is growing in light
of customer preferences to acquire better capabilities at a relatively cheaper price. This is a
natural result of the increase in multinational programs in the last 15 years, and the pres-
sures toward the European market’s overall globalization of defense industry.

Offsets and Fuste Retour

There is no law requiring a direct or indirect offset of defense procurement, but there are
informal guidelines that require the procurement agency to seek significant compensation,
mostly in the form of technological transfer and industrialization within the same program.
The Italian military and government do not want an offset law; they prefer flexible working
relationships to be developed among partners to meet needs as each circumstance may offer.

The U.S. Department of Commerce (DoC) annual report on offsets also reflects that
offsets in Italy totaled roughly 100 percent of contract values in practice over the period
1993-2006 (calculated from data submitted by the reporting U.S. firms of actual contracts
and offset commitments).”” A review of DoC offset reports over recent years shows the
offset percentage has remained remarkably stable. Thus, whether required or not, they do
appear to be a major factor in defense trade with Italy.

To provide for this “industrial return participation,” the foreign bidder may use one of
several options:

* Identify a domestic industrial partner to involve, often as a critical subcontractor or
partner (e.g., Alenia Aeronavali in the conversion of Boeing tankers);

* Offer to provide the product to an Italian producer under license (e.g., U212 subma-
rines built by Fincantieri under HDW license, PzZH-2000 howitzer by OtoMelara
under Rehinmethall license).

e SelectItalian final assembler (e.g., JSF fabrication, assembly and check out in the future);

* Offer work to Italian firm as supplier or prime contractor of foreign products into
a U.S. acquisition; or

* Offer other jobs, technology, or intellectual capital of interest to the Italian MoD
or industry more broadly.

* Offsets in Defense Trade, Twelfth Report to Congress, U.S. Department of Commerce (Dec. 2007), PDF p. 29,
report p. 13 (Table 2-5). Available at: http://www.bis.doc.gov/defenseindustrialbaseprograms/osies/offsets/final-
12th-offset-report-2007.pdf.
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In practice, the first option—industrial partnering—appears to be the one most typi-
cally used today.

Italian political decision-makers also evaluate the impact of the proposal specifically on
the creation of local jobs. Thus, the industrial return is evaluated not only in purely eco-
nomic terms (return on investment) or technological advancements, but also for the social
impact, in particular in the few Italian districts operating in the aerospace and defense busi-

ness (Turin, Varese, La Spezia, Naples, Foggia).

For example, the C-130J requirement for “offset” work in Italy was written formally into
the contract language between Italy and Lockheed. Study interview sources reported Lock-
heed Martin was required to submit a specific offset plan to Italy—this included direct and
indirect arrangements.

Today, Italy prefers direct work that is a normal part of the product being procured, or
some similar level of work or technology to be augmented for compensation. There is a strong
preference for industrial participation by local firms—i.e., a preference for direct rather than
indirect offsets. The MoD is aware of the complexity of managing offsets and the additional
costs that they impose, but nevertheless remains eager to maintain a certain level of opera-
tional sovereignty through local production and technological knowledge and transfer.

The emerging discipline of the European defense market is based on the principle that
indirect offsets are a clear breach of market rules and should not be permitted, while direct
offsets are an element of additional costs that have to be limited and eventually eliminated.
On October 24, 2008, the EDA issued a new voluntary Code of Conduct on Offsets to
evolve toward more transparent use of offsets to better shape the European industrial base
while reducing reliance on them and eventually eliminating the need for them.™

Italy has also supported juste retour principles, and there are no indications the Italian
government would like to end the practice. The concept of “juste rerour” is generally applied
to cooperative programs under MoUs and managed by international consortia. In the Euro-
fighter program, the work share for the Italian industry equals the cost share for the MoD
acquisitions. This policy also applies in programs with Italian participation managed by
OCCAR, where juste retour is sought as a balance within a plurality of contracts rather than
directly on a specific program. The implementation of juste retour over the years has been
instrumental in guaranteeing resources for the local industry. However, as Italian industry
becomes bigger and stronger and more transnational and export-oriented, Italian leaders
are increasingly aware of the obstacle juste retour poses to specialization, integration and
project efficiency.

The position of the Italian defense industry on offsets and juste retour is ambiguous. The
leading contractors are conscious that requiring offsets nationally implicitly means accept-
ing the same logic from other countries when seeking export sales.

Today, however, these practices remain a key part of any competition in Italy.
Firms competing for awards must provide some kind of offset; showing the ability to
provide jobs in Italy as well as to transfer significant technology can be discriminators in
the selection process.

B0 The EDA’s first goal is to work toward transparency and a process of voluntary participation. Recognizing also the
need to adjust national policies to this provision, National Armament Directors agreed to defer the application of
the 100 percent ceiling until Oct. 15, 2010.



434 ForTRrESSES AND ICEBERGS

Table 43 Italy— Government Ownership and Control of Defense Companies

Government
Ownership Golden
Company Percent (%) Share Other Owners
Finmeccanica S.p.A 33.98 Yes Publicly traded on Milan stock exchange; Government
appoints 9 of 13 directors
Fincantieri 83 Yes Government shares held by Institute for Industrial Reconstruction
(IRI); nine financial institutions hold remaining 17%
Avio S.p.A 5 Yes Finmeccanica holds 15% share in Avio, has veto rights over
strategic decisions
Eletronica S.p.A 11 No Finmeccanica holds 31.3% equity share; Thales holds 33%.

Source: DACIS.

Government Ownership

As discussed above, looking back a decade or so, the Italian state owned much of its
defense industry. Today, this has been notably reduced by the conscious design of the Italian
government. Equally purposeful at this time, however, is the retention of shares in certain
major Italian defense firms.

Today, as shown on Table 43, the Italian government is a partial owner of Finmeccanica
(down from full ownership back in the 1990s) and near-full owner of Fincantieri.” The Ital-
ian government also has some minor ownership interests in other defense firms.

Moreover, the Italian government has golden shares with rights concerning strategic
decisions, such as international alliances, entrance of major shareholders, and the sale of
strategic assets. While Fincantieri today is 83 percent state-owned, there are discussions to
consider reducing the government’s ownership stake to 50 percent.

With its significant remaining equity interest and golden shares, the Italian government
today has control over the Management and the Board of major Italian defense contractors.
In practice, however, government officials and market participants interviewed stated that
the government largely does not interfere in day-to-day commercial decision-making. The
firms’ managements are quite independent to make decisions.

The government’s political control is more visible when the board seats and jobs are dis-
tributed. According to those interviewed, board members of these companies are appointed
by political parties that may pay little attention to the management capability of those
appointed. Occasionally, political authorities also exert pressure on board members regard-
ing strategic decisions such as where to locate key production plants and create vital jobs, as
well as on the hiring of politically affiliated supporters.

* Information available to the study team from DACIS suggests the Italian government ownership may have dropped
to only 83 percent of Fincantieri, with 17 percent held by private equity groups.
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At present, there is no indication that the Italian government plans to divest its remain-
ing interest and role in defense firms. Undoubtedly, this will depend on a range of con-
siderations, including Italy’s financial position. There is apparent interest in reducing the
government’s stake in Fincantieri to 49-51 percent, thus enabling the firm to better finance
its growth strategy and international partnership by raising capital from the market. Trea-
sury’s share of Finmeccanica also could be trimmed to 30 percent, the lowest legal limit
at present. It is, however, very likely that the Italian government will maintain its golden
shares for the foreseeable future.

Foreign Ownership

The Italian investment climate, both generally and with respect to the defense sector, is
not very positive for foreign investors (with significant regional variations).

Generally, foreign investment in large Italian firms is difficult. In some “strategic” sec-
tors, the Italian government often seeks and promotes an “Italian solution” to ownership.
In the past few years, this has happened in the automotive, telecommunications, energy and
airline sectors. For example, Alitalia’s efforts to find a foreign investor were contentious
for so long that even when the Air France investment was ultimately approved, it could not
prevent the airline from failing. In any event, such a solution requires the participation of a
prominent Italian partner in an alliance with a strong foreign company.

In general, there is a tendency to favor “informal” foreign direct investment, i.e., foreign
firms partnering with an Italian firm via joint ventures or international industrial alliances
(e.g., with Thales Alenia in the space sector, MDBA in missiles, and DCNS (Direction des
Constructions Navales Services) in shipbuilding). By contrast, investment by passive finan-
cial investors is relatively easy and increasingly requested.

Where foreign-owned firms or joint ventures with foreign partners perform classified
contracts, Italian authorities ensure security by “ring fencing” the classified information at
the company. For example, this approach has been used with respect to some missile pro-
grams managed by MBDA and some space programs that are of direct interest to Italian
authorities (Sicral MilSatCom).

Italy has no formal legal process for approving foreign acquisitions. The most significant
cases are discussed at the Cabinet level, but reviews through informal channels are also very
important, and government-to-government discussions also take place at the highest levels.
Again, political and employment issues, as well as local constituency issues, will generally
be important factors. The lack of transparency that often surrounds the approval process
for foreign acquisitions is related to the intricacy of the process of “moral suasion” exercised
by government officials.

Additionally, labor market laws are very rigid and the Italian bureaucracy complex and
onerous. The judicial system also poses challenges for potential investors; firms cannot be
sure whether cases will be adjudicated in a timely manner and cases against the Italian State
(such as protests contractors might make in the United States against DoD decisions) are
not well received in Italy.

These and other adverse factors have effectively deterred foreign investment in Italian
defense firms. As a result, there is little foreign ownership of Italian defense firms today.
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While one can point to foreign investment funds becoming increasingly large shareholders
in Finmeccanica, the Italian government today retains its ownership share of more than 33
percent.

The most visible U.S. investment in an Italian defense firm is the Carlyle acquisition of
Avio. Carlyle is a private equity firm with some other global defense holdings; Avio supplies
rocket and naval and aircraft engines, gas turbines and parts. Italy decided to allow this
deal to proceed. However, the government-sponsored solution required the U.S. investor
to accept Finmeccanica as the leading industrial partner, with a 30 percent share, and also
required that key Italian management be kept in place.

As Carlyle’s target was not industrial integration but the financial returns of a well-per-
forming company, the agreement was considered mutually beneficial. However, it probably
would have proven more difficult if the acquisition bid had come from an industrial rather
than a financial entity (such as a large U.S. defense firm). A different type of firm would
probably not have accepted being the major shareholder with the Italian government still
able to exercise strategic guidance. Political issues would have been more acute in a case
connected with the direct state ownership of Italian defense industry. In the case of Avio
this was not relevant, however, as the company was owned by Fiat.

Table 44 shows the very small values of U.S. acquisitions of defense firms in Italy since
2000 (excluding Carlyle/Avio transaction discussed above). Indeed, most of the firms
acquired are not primarily defense firms. Rather, they are firms in aerospace, security, and
information technology that have some minor defense work.””

In sum, as a result of all of the Italian government’s policies and the overall investment
climate, U.S. firms have not sought significant ownership of defense firms in Italy. Cur-
rently, for U.S. defense firms to participate in the Italian market as bidders, it is not critical
to have a local subsidiary or local onshore presence; instead they must ensure that they
provide for adequate work share in some form in Italy. The larger defense firms do, how-
ever, tend to establish a small office as an “antenna” to follow the market’s evolution and be
ready to catch opportunities as well as to have a better understanding of the political and
industrial environment.

Ethics and Corruption

Italy has experienced ethics and corruption issues generally in its internal market. The
World Bank’s worldwide governance indicators show Italy at 60 percent for rule of law
and 70 percent for control of corruption—below most other major Western industrialized
nations.” Italy also is ranked 55th in the Transparency International (TT) 2008 Corruption
Perception Index. By way of comparison, the United States is ranked 18th, France 19th, the
UK 16th, and Sweden tied for first.””*

** The Defense Mergers & Acquisitions database we utilized includes aerospace, defense, and homeland security
firms, including information technology firms, telecommunications firms and others. A review of the acquisitions
shows that very few of these firms primarily served defense markets, the subject of this study.

** See World Bank Governance Indicators, 1996-2007 (Country Data Report for Italy, 1996-2007). Available at: http://
info.worldbank.org/governance/wgi/pdf/c110.pdf.

** Transparency International’s Corruption Perception Index is on their website, available at: http://www.transpar-
ency.org/news_room/in_focus/2008/cpi2008/cpi_2008_table.
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Table 44 U.S. Acquisitions of Italian Defense, Aerospace and Security
Companies
Defense/
Date Company Buyer Price Revenue Comments Dual Use
Nov 2007  Synergy SpA Garmin, Ltd NA NA  GPSapplications Dual Use
Sep 2007  Officine Maccaniche Ingersoll-Rand Co. NA NA  Compressed air equipment Dual Use
Industiali Ltd.
Aug 2007  Arcotronics Italia SpA Kemet Corp 23.9 207.0 Capcitors Dual Use
Jan 2007  C-Map Boeing Company 75.0 NA Maritime Cartography Dual Use
Applications
May 2006 BCS Group Twin Discs, Inc. 22.7 29.2  Marine systems Dual Use
Apr2006 Intercast Industries SpA  PPG Industries, Inc. NA NA  Resin optics Dual Use
Dec 2005 AONet International Srl MSGI Security 1.0 3.0 IT security Dual Use
Solutions
Dec 2004  Excelssa SpA Media Services Group, 1.6 10.2 Video surveillance (minority Dual Use
Inc stake)
Jul 2004  BAI Srl, BAl Tecnica Srl  Oshkosh Truck Corp 18.7 37.4 Military trucks (75% stake) Defense
0Oct 2003  FiatAvio SpA Carlyle Group 1,216.0  1,740.0 Aircraft and rocket engines Dual Use
(70% stake)
Feb 2003  Fiocco Engineering SpA  Aviation Innovations NA NA  Advanced composite Dual Use
and Research materials
Feb 2002 ITR SpA Parker Hannifin Corp 68.0 147.0 Qil and gas technology Dual Use
Dec 2001  Magnaghi Aerospace SpA  United Technologies NA 20.0 Flight control actuators Dual Use
Jun 2001  BEAFiltri SpA ESCO Technologies, NA 10.5 Filtration systems Dual Use
Inc.
Mar 2001 InfoSer SpA Computer Sciences NA 14.0 IT services Dual Use
Corp
Feb 2001 BAG SpA Sequa Gorp NA NA  Airbag systems Dual Use
Feb 2001  SBC Eletronica SpA Parker Hannifin Corp NA 20.0 Servo drives Dual Use
0ct 2000  Aeroquip-Vickers SpA Moog, Inc. 10.0 20.0 Electric drives Dual Use
Jun 2000 Finmeccanica SpA (units) McDermott NA NA  Power units Dual Use
International
Jun 2000  Microset Srl Moog, Inc. 11 NA  Electronic controls Dual Use

Source: Defense Mergers and Acquisitions Database.

(33% stake)
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While there have been some issues in the defense industry in the past, in general the
defense industry must be assessed separately from other Italian economic sectors. Business
Monitor International’s newly released Iraly Defence and Security Report Q108 judges the
nation overall this way:

As far as fundamentals are concerned, Italy has a medium-term stable political
outlook.... This must be qualified by a continuing vulnerability to corruption at
various levels within the political system, and an antagonistic relationship between
the judiciary and the politicians. A further complicating factor is the question of
bias in the media, with new legislation expected to tackle this thorny question.’

Further, the type of defense business environment that exists in Italy might suggest cau-
tion on this matter. While their paper did not expressly address Italy, representatives of
Transparency International assert that settings in which single-source defense contracts are
often used are “intuitively more prone to corruption.” Specifically, TT states:

[IIn a defense procurement environment in which the single-source method is
permissible, and even common, individual officials making procurement deci-
sions have great power over which companies are going to be given the most
lucrative contracts.... It is not a great leap for officials to make these decisions
based on what might benefit them... Further, there is a chance for procurement
officials and companies to form ongoing corrupt relationships, in which con-
tracts can be continually awarded in exchanges of personal gain. Competitive
process necessarily includes multiple levels of oversight... with these layers of
appraisal, corruption becomes much more difficult. If corruption is expected in a
competitive procurement process, losing companies have the opportunity to call
public and judicial attention to their concerns.”

To be clear, we found no recent specific allegations of bribery in connection with defense
contracts awarded in Italy (the last case this study team could find was in the 1970s, involv-
ing Lockheed). However, the relative lack of transparency and competition in the Italian
system create the prospects that such problems may exist. On the other hand, some dynam-
ics suggest that this propensity will be mitigated in the future. In particular, the increase in
EU oversight of defense markets generally and a more transparent and competitive procure-
ment process in particular is likely to mitigate these types of concerns over time.

There continues, however, to be a mixed track record with respect to Italian firms’
propensity to make illegal payments in third-country defense markets. On the one hand,
Italy is a signatory to the Convention on Combating Bribery of Foreign Public Officials
in International Business Transactions (OECD Anti-Bribery Convention) and has enacted
implementing legislation.”” Moreover, TT’s recent progress report found that Italy has taken
“significant enforcement actions with respect to anti-bribery laws—including prosecu-

* Business Monitor International (UK Market Risk assessment firm). Summary available at: http://www.business-
monitor.com/defence/italy.html.

¢ R. Wilson, D. Scott and M. Pyman, The Extent of Single Sourcing and Attendant Corruption— Risk in Defence Procure-
ment: A First Look, Transparency International (UK) presented at the conference ‘Public procurement’; University
of Nottingham, June 19-20, 2006. Available at: http://www.defenceagainstcorruption.org/index.php?option=com_
docman&task=doc_download&gid=9.

®7 The Italian implementing legislation was the Law of 29 September, n. 300, published in Ordinary Supplement
176-L to the Official Journal of 25 October 2000 n. 250. See OECD website; available at: http://www.oecd.org/doc
ument/30/0,3343,en_2649_34859_2027102_1_1_1_1,00.html#italy.
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Figure 95 ltaly— Arms Export Sales, 1999-2006 (Billions of Euros—€)
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tions—although a number of deficiencies remain with respect to Italy’s enforcement of its
anti-bribery laws.”**

Italy is, however, rated twentieth in the TI Bribe Payers Index of 30 major exporting
nations—worse than the United States and all other Western European countries.” Avail-
able information reflects that the longstanding culture and practices by Italian firms in this
area are difficult to change and that change is slow.

Export Controls

The Italian System

Italy is a major arms exporting country, with nearly $1.2 billion in arms sales in 2006; in
recent years, the volume of Italian defense exports has been rising (see Figure 95). A mem-
ber of major multilateral export control regimes, including the Nuclear Suppliers Group,
the Australia Group, the Missile Technology Control Regime, the Wassernaar Arrange-
ment and the Chemical Weapons Convention, Italy is also a member of the Organization
for Security Cooperation in Europe (OSCE), and has approved the OSCE principles gov-

*¥ F. Heimann and G. Dell, Progress Report 2008: Enforcement of the OECD Convention on Combating Bribery of Foreign
Public Officials in International Business Transactions, Transparency International (June 24 2008), pp. 10, 21-22. Avail-
able at: http://www.transparency.org/news_room/in_focus/2008/oecd_report.

* Available at: http://www.transparency.org/policy_research/surveys_indices/bpi/bpi_2006.
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erning transfers of conventional arms and the 2000 OSCE document on Small Arms and
Light Weapons.'

Italy, like other EU Member States, also is a signatory to the 1998 EU Code of Conduct
on Arms Exports, which harmonized regulations across all Member States in the Euro-
pean Union, and established general principles for the transfer of armaments and military
technology, and set up a system whereby each Member State must inform the others when-
ever an export license is denied. Under the Code, each state must also consult with the
other Member States whenever it wishes to grant an export license that has been denied by
another Member State for “essentially identical transactions,” although the ultimate deci-
sion to deny or transfer a military item remains at the national discretion of each Member
State. The recently adopted EC Transfers Directive is a further step in aligning the policies
of EU countries regarding intra-Community transfers, providing security of supply reas-
surances, and simplifying procedures to permit such transfers among Member States and
certified defense companies. The focus of this EC Directive is intra-Community transfers,
and thus the main beneficiaries of reduced barriers within the EU are European defense
companies. It is not clear at all that U.S. firms will be eligible for similar treatment; this is a
matter left to national governments.

Italian export controls over defense materials are legally very stringent and often consid-
ered a strong obstacle to domestic firms’ exports. They are also an obstacle for international
joint programs and industrialization, as the law does not readily distinguish between Euro-
pean and NATO Allies and other countries.

The management in Italy of export licenses is cumbersome, very time-consuming and
is based on a “punitive” assumption against trade of weapons. Italy is trying to modify the
export rules to make them more effective and streamlined in their application, and is in
favor of a more liberal approach to intra-EU transfer of defense goods and reduced restric-
tions to Transatlantic trade. In an industry roundtable with small Italian defense and aero-
space firms, the firms told the study team that the largest barrier to Italian businesses doing
foreign work was the bureaucracy of Italy itself, particularly its export licensing regime.
These firms were all hopeful that the EC Transfers Directive would be implemented and
would simplify these matters in some way.

ITAR: A Concern Affecting the U.S.-Italian Relationship

An issue of particular concern to the Italian government and senior military leaders today
is the perception that the United States is unwilling to grant what Italy sees as an “equi-
table” level of national disclosure and technology release to Italy. As one Italian government
leader asserted, Italy has been the staunchest U.S. Ally and has supported U.S. operations
even when not popular in Italy. However, in terms of technology release, Italy is treated
“like any other friendly nation—like Botswana or Sierra Leone.”

Italian military leaders equally express frustration with I'TAR release and national dis-
closure policies. For example, with respect to the JSF, the United States has not supported
Italy’s request to make Italian unique modifications in order to integrate some of their exist-
ing Italian military systems/subsystems onto the aircraft (e.g., missile systems). This creates
suspicions in Italy that the DoD is taking this position to protect its industry rather than for

** Details on Italian membership and OSCE activities are available at: http://www.osce.org/about/1313Lhtml.
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a legitimate security reason and, hence, is not playing fairly with allies. Further, Italian mili-
tary leaders are frustrated that they can only play in unclassified aspects of JSF intellectual
property (IP), and neither Italian military nor Italian industry are able to discuss certain
matters with the United States. From an Italian perspective, this makes it particularly hard
for Italy to execute this complex program.

Beyond JSF, Italian officials are concerned more generally with lack of access to higher
level U.S. technologies. They view restrictive U.S. release policies as a problem for Italian
security generally, including military interoperability and the evolution of Italian industry.
In some cases, U.S. restrictions on certain critical elements have caused the need to find
non-U.S. substitutes, and the Italians have had difficulty with such substitutions. The chal-
lenges of finding reasonable alternatives on programs have served to increase the incentives
to develop some key capabilities locally.

Italian firms have similar concerns; several sources interviewed said that the “number
one” complaint of Italian firms in dealing with U.S. products and firms is the onerous
and uncertain technology transfer rules. Italian officials have become so frustrated, after
numerous attempts to seek U.S. action to alleviate these concerns that they are now willing
to “fight for a better technology transfer and disclosure policy.”

In short, it is becoming clear that restrictive ITAR and national disclosure policies are
limiting bilateral cooperation and imposing real costs on U.S. suppliers in several ways.

First, numerous Italian government officials and market participants reported that the U.S.
reputation (and often, reality) for not sharing technology with Italy is increasingly costing the United
States actual system and subsystem sales it could otherwise make. One example cited was of an
Italian UAV research project that sought to use a small U.S. engine. However, the U.S.
determined the engine technology was not releasable to Italy. As a result, the whole project
with the United States was dropped. Another example, relayed by a senior Italian govern-
ment official, concerns Italy’s proposed sale of a single C27] to Lithuania. Italy had to seek
U.S. permission for this sale as it contained an item with an I'TAR-subject license. This
license approval then took many months to obtain—for no clear reason. In fact, several offi-
cials discussed how the I'TAR release process can frequently take one or two years to grant
an approval, for seemingly benign items such as unclassified microprocessors.

Second, there is a growing Italian tendency to avoid I'TAR-regulated components wherever pos-
sible on non-U.S. platforms. I TAR-free is considered particularly important in the space and
missile sectors. This trend to “design around” or “source around” I'TAR will likely continue
over time and increasingly minimize the U.S. content in Italian systems. Today, more than
ever, Italian officials and market participants indicated, there are alternative, non-I'TAR
controlled choices for the solutions the MoD is looking to buy. In these choices between
U.S. products and other foreign products, the MoD is often more willing to accept less
capable solutions that are less expensive and more open to international cooperation and
technological transfer. Ironically, years of U.S. partnering with Italian firms and offsets
have also helped to develop Italian choices, and other European choices are increasingly
competitive.

Moreover, leading Italian firms like Finmeccanica are aware of the impact of U.S. restric-
tions and have a dual-track policy (with ITAR-free configurations used for export when
possible). Hence, if Finmeccanica can eliminate ITAR-controlled articles without losing
value, it will do it.
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Although there is no official ITAR-free policy in Italy, there is a growing concern
over restrictive U.S. technology release policies and a real and growing ITAR-free
movement embraced by both Italian government customers and defense firms. The
result, according to both government and industrial officials interviewed, is a clear
trend toward limiting the U.S. content on non-U.S. systems— thus restricting U.S.
control and making exporting as well as operations and maintenance of its systems
easier for Italy.

Intellectual Property Protection

Italy adheres to the major multilateral IP regimes, including (i) the WTO Agreement
on Trade-Related Aspects of Intellectual Property Rights (TRIPS), which provides core IP
protection and enforcement rights (including for trade secrets); (ii) the Paris Convention for
the Protection of Industrial Property, covering patents, trademarks and industrial designs;
(iii) the Patent Cooperation Treaty, protecting patents; (iv) the Berne Convention, covering
copyrights; (v) the Madrid Protocol, covering trademarks; and (vi) the World Intellectual
Property Organization.

According to the U.S. DoC Foreign Commercial Service, Italy’s protection of intellec-
tual property in the general economy lags behind many other Western European countries
and remains an area of concern for U.S. companies doing business in Italy.”” To address
this problem, Italy has enacted strong legislation aimed at curbing intellectual property
rights infringement. However, many of the laws are not yet fully or effectively enforced.
In particular, steep fines for the purchase of counterfeit goods and severe punishments for
peer-to-peer file sharing are being challenged in the Italian courts.™

IP protection for defense goods and services in defense contracts is generally sought on
a case-by-case basis. IP policy for defense products is focused primarily on the Italian gov-
ernment’s desire to retain IP in Italy for international programs and for work performed
with Italian defense resources. This is part of Italy’s overall effort to maintain or enlarge
the technological return of defense procurement, both for industrial reasons and for opera-
tional sovereignty. However, this can be a factor limiting the profitability of foreign com-
petitors in Italy, as Italian firms seek to exploit the intellectual property of foreign firms.

Companies that bid on Italian procurements, however, can protect pre-existing back-
ground rights in articles and technology they already developed before the Italian procure-
ment. The actual protection is specified in contracts on a case-by-case basis.

! See TPR Toolkit for Italy, at U.S. Commercial Service for Italy website. Available at: http://www.buyusa.gov/italy/
en/iprtoolkitforitaly.html.

* Tbid.
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Technical Standards

Italy is a party to the WTO’s Technical Barriers to Trade Agreement, which prohib-
its discrimination and seeks to ensure that regulations, standards, testing and certification
procedures do not create obstacles to trade. However, every country has the right to adopt
those regulatory standards that it considers appropriate in areas concerning national secu-
rity. Thus, Italy has the discretion to, and has put in place, its own specific technical stan-
dards for defense products that could in theory serve as a non-tariff barrier to competing
foreign products.

Nevertheless, in the course of this study, we did not learn of any specific situations involv-
ing Italy where technical standards were used as non-tariff barriers to protect domestic pro-
ducers and markets against foreign defense products.

Italy’s long association with NATO means that Italian military products are tied to
NATO Standardization Agreements (STANAGs) where these exist. Further, consistent
with Italy’s position in favor of enlarging this common experience to the EU-EDA sector,
there is no evidence it has sought to use technical standards as a market access barrier. In
the future, we expect Italy will increasingly shift to the standards being codified under the
EU for defense markets. These are in part today based on STANAGs and are also expected
to include recognized commercial standards. As discussed in Chapter 5, however, there is
some prospect of increased risk that an eventual EU set of standards can become disguised
market access barriers— but there is no indication that this is a policy result sought by Italy.






Chapter 10

Accessing the Polish Defense Market

Integration with the EU structure is the guaranty of our developing and prosper-
ity, and the alliance with the USA in the frame of NATO—/[it] is our security
guaranty. Both options, European and Atlantic, should not rival each other, but
they have to complement and harmonize. It is a Polish vital interest requirement. In
the situation, when both sides of the Atlantic come to dissonances and misunder-
standings, the task of Poland is to do its best to eliminate those negative tendencies.

— Kasimierz Marcinkiewicz, Prime Minister of Poland, 2005°%

Formerly a major member of the Warsaw Pact military alliance, Poland since the fall of
the Soviet Union has endeavored to fully integrate itself into the Western European family
of nations and become a robust liberal democratic society. To a very large extent, Poland has
succeeded in those objectives, but much work remains to be done— particularly with regard
to creating strong civil institutions and suppressing a culture of endemic corruption that is
a lasting legacy of communist rule.

Although now a full member of North Atlantic Treaty Organization (NATO) and the
European Union (EU), Poland to some extent remains an outsider, not fully accepted by
original members of these organizations—and in turn Poland does not fully understand or
trust other members to have Poland’s best interests at heart.’”* Although Poland is becom-
ing fully integrated into the EU’s economic regulatory regime and has been a significant
beneficiary of the EU’s development grants, Poles remain suspicious of the EU’s tendency
to interfere in their internal affairs. On the other hand, in March 2009 Poland stressed its
connectivity to the EU by committing to join the Eurozone rapidly.’” Poland made this
overture toward the EU during the current financial crisis, and has sought financial support
from the large Western European nations. However, Poland has not yet received the level
of support for which it hoped. While the current circumstances tend to reinforce Polish
distance and distrust, in the long term this crisis is likely to bring Poland closer to the EU.

Concurrent with the dynamic changes in its political and civil life, Poland has been mov-
ing to transform its military forces. Poland has abandoned the Soviet-style organization and
equipment it inherited from the Warsaw Pact period in favor of a lighter, more agile force
focused on expeditionary operations in support of NATO and EU low intensity operations.
Within the context of limited budget resources, Poland has been attempting to modernize
and professionalize its armed forces. The two main pillars to this plan are: 1) the replace-
ment or modernization of Soviet-era equipment with NATO compatible systems; and 2) the
replacement of most conscript troops with long-term professional volunteers. The dilemma
is that Poland’s efforts to boost its investment spending (procurement plus research and

 “Exposé of the Prime Ministry of Poland, 11 October 2005,” quoted in COL Marek Tomaszycki, Polish Army, Civil-
Military Relations and Defense Reform in Poland, U.S. Army War College Research Project, U.S. Army War College
(Carlisle, PA), March 2006, p. 7.

** This perspective was repeatedly expressed in interviews with Polish military, government and industry representatives.

’ “Poland on Monday renewed its commitment to bid for rapid accession to the eurozone amid signs the financial
crisis has prompted European Union leaders to consider shortening the entry process.” Financial Times, March 2,
2009, available at: http://www.ft.com/cms/s/0/c96{f43ac-076d-11de-9294-000077b07658.html.
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technology (R&T)) to higher levels to achieve the first element of the plan is being impeded
by excessive personnel and operations and maintenance (O&M) costs.

Since the attacks of September 11, 2001, Poland has been a steadfast U.S. ally in the war
on terrorism, providing combat units for the coalition forces in both Iraq and Afghanistan.
U.S. forces have developed a close operational relationship with the Polish military. Pol-
ish special operations forces are particularly well respected for their professionalism and
willingness to go in harm’s way. Poland has also cooperated with U.S. intelligence services
in gathering information on al-Qaeda and other terrorist organizations, and has agreed
to establish bases for U.S. forces on its territory. In August 2008, Poland signed a Memo-
randum of Understanding with the United States whereby elements of a ballistic missile
defense system will also be constructed in Poland for defense against potential Iranian mis-
sile attack.

Polish relations with the United States remain closer than with those of almost any other
European country save Great Britain. This is due mainly to the Polish perception that the
United States remains the ultimate guarantor of their political independence, particularly
in light of an increasingly militaristic and aggressive Russia. While the United States is
viewed as the cornerstone of NATO, Poland expresses little confidence in the ability or will
of the EU to maintain Polish security.’*

However, Poland is also beginning to feel taken for granted by the United States and
to feel a certain inequality in the relationship. Poles feel that their support for the United
States has an intrinsic value, which they would like to see recognized through the extension
of certain rights and privileges already granted to more established U.S. Allies such as the
UK and Australia. They also are dissatisfied with the level of U.S. Foreign Military Financ-
ing (FMF) military credits.

This developing situation has caused a division within Polish political circles between
those who wish to maintain the present very close relationship with the United States, and
those who would, without abandoning the U.S. alliance, move closer to the EU, particularly
in defense industrial policy. Whether Poland will become a leading member of the EU’s
nascent defense and security structure is a key question, the answer to which depends in
large part on U.S. policy toward Poland over the next 5 to 10 years.

Consistent with the strength of the overall U.S.-Polish bilateral relationship, Poland has
become a major customer for U.S. military hardware—both to address immediate opera-
tional needs in Iraq and Afghanistan and to meet Poland’s long-term military requirements
and NATO interoperability goals. The most noteworthy by far has been the acquisition of
48 new F-16 fighters, together with a package of airborne weapons and logistics support, in
a package worth upwards of $3 billion. Future missile and air defense systems deployed in
Poland will ensure that Poland remains a major U.S. defense industry customer for the next
decade or more. Over time, Poland also will likely emerge as a valued supplier of products
and services to U.S. forces deployed in Poland.

Poland has also turned to its Western European neighbors for new equipment, includ-
ing surplus Leopard II main battle tanks and reconditioned MiG-29 Fulcrum fighters from

¥ One should not underestimate also the sentimental regard in which Poland views the United States as being ulti-
mately responsible for the demise of the Soviet Union and the liberation of Poland. Poland is one of the European
states in which the United States as a country is held in very high regard.
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Germany. European countries have also provided Poland with battlefield radars, command
and control systems, and armored fighting vehicles.

Through this period of transition, the Polish defense industry has struggled to maintain
its viability. Once entirely state-owned, most of its factories are obsolete and unprofitable.
Poland has been systematically privatizing its defense industry, selling its assets to foreign
companies including EADS, Pratt & Whitney, Sikorsky, Textron and Ericsson. Poland
plans to sell its remaining state-owned defense companies within the next 18 to 24 months,
assuming that buyers can be found.

There have been some concerns that the Polish military’s penchant for state-of-the-art
foreign military equipment has been starving the Polish defense industry of funding to
modernize its plants and expand its technology base. Observers have noted that while there
are Polish companies capable of upgrading existing Soviet designs to almost the same level
of capability as their Western counterparts at only a fraction of the cost, the Polish military
shows little interest in acquiring these systems. The long-term effect may be the gradual
dissolution of an indigenous, broad-based Polish defense industry—to the ultimate detri-
ment of Poland and Europe’s defense industrial capabilities.’

Within this strategic and armaments context, Poland has reshaped and reformed both
the demand and the supply elements of its defense market.

On the demand side of the ledger, Poland has benefited from a “clean slate” as it discarded
its Soviet-era acquisition system. The Polish Ministry of National Defense (MoND) has
implemented a wide-ranging reform of the defense procurement process based on Western
European standards and processes. However, the Polish MoND’s lack of experience and
resources inhibits its ability to manage programs successfully.

Poland’s new acquisition policy is based on a modern model of competitive and open pro-
curement. Because Poland, like Romania, has discarded most of its Soviet-era armaments
systems, Poland has fewer sole source purchases of legacy systems than any country in
Western Europe. Hence, most Polish defense contracts on new programs are competitively
awarded.

Moreover, the Polish market is not only competitive but also largely open to U.S. and
other foreign companies due to the need to modernize Polish forces rapidly and bring
them into compliance with NATO standards. With the Polish military’s obvious prefer-
ence for Western military systems and the Polish defense industry’s limited ability to meet
those needs through domestic production, Poland is more than willing to buy foreign sys-
tems— particularly if these are provided with attractive financing. Available data on Polish
procurement awards reflects these realities, and show that U.S. and other European firms
have won a significant share of competitive awards in Poland.

Despite this relatively open environment for U.S. firms, Poland does offer other chal-
lenges to potential defense market participants. Poland relies heavily on offsets—with
among the highest offset rates in Europe on its defense contracts. The Offset Law, however,
is perceived as onerous by foreign companies and may be counterproductive to its expressed
objectives, since as structured it does not really facilitate technology transfer or result in
“noble work” for Polish defense companies.

*7 See R. Johnson, “Maintaining a Base: Trouble in Poland’s Defense Industry,” The Weekly Standard, Jan. 17, 2008.
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Moreover, corruption remains endemic throughout Polish society, although the situation
is improving slowly and is much better than it was a decade ago. Although Poland is work-
ing hard to implement transparent procurement regulations and has enacted strict anti-
corruption laws, defense trade is not immune from this problem. U.S. companies are for the
most part not directly affected by corruption due to the stringency of the Foreign Corrupt
Practices Act. However, Polish subcontractors and suppliers have difficulty complying with
U.S. ethical standards.

I. Market Background

A. Warsaw Pact Heritage

Poland was a key member of the Warsaw Pact alliance, with substantial ground, air and
naval forces fully integrated into the Soviet/ Warsaw Pact command and control and logis-
tic systems. For most of the Cold War period, Poland had the third largest military force
in Europe, after the Soviet Union and West Germany, with more than 350,000 troops
(750,000 at full mobilization).

At the time the Warsaw Pact alliance collapsed in 1989, Poland still had a very large
Army whose formations were equipped, organized and trained along Soviet lines (although
mostly with previous generation equipment). Operational plans focused on a rapid advance
into Western Europe, supported if necessary by tactical nuclear weapons (for which Polish
forces had excellent decontamination equipment). Poland thus had very large inventories of
tanks, infantry fighting vehicles and artillery.

The Polish air force consisted of three Air Corps, each consisting of a fighter division, a
fighter-bomber division, and a reconnaissance squadron. Each division consisted of 3 to 4
air regiments, each with 45 aircraft. At the end of the Cold War, its inventory was large if
somewhat obsolescent, including various MiG variants and other aircraft. The Polish Navy
was a coastal force optimized for operations on the Baltic Sea; it consisted mainly of cor-
vettes, missile patrol boats, amphibious assault ships, and landing craft.

The Polish forces were far in excess of the Poland’s requirements for territorial defense.
In fact, as Polish government archives have revealed, the Polish military was sized to meet
the needs of the Warsaw Pact’s integrated operational plan that called for offensive opera-
tions to overrun Western Europe; almost no defensive planning was conducted between
1948 and 1989. The excessive size of the Polish military became an insurmountable bur-
den after the collapse of the USSR and the abolition of the Warsaw Pact made such forces
superfluous.

Effect of Integrated Warsaw Pact Production Planning

Under the Warsaw Pact treaty, Member States had very little autonomy. Force levels,
organization, equipment and deployments were all determined by the Soviet general staff in
accordance with a single integrated operational plan. The Soviet Union also controlled Pol-
ish defense industrial policy, setting out detailed plans for the production of various systems
in factories laid out according to Soviet norms.
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Typically, the USSR would pass down to the Warsaw Pact states responsibility for pro-
duction of a particular MoND tank, aircraft or other system (MoNDel) when it was ready
to transition to a newer model. Thus, production of the T-55 was given to Poland when
Soviet forces transitioned to the T-62; Poland began manufacturing the T-72 when Soviet
forces shifted to the T-80, and so forth. A certain amount of discretion was afforded to some
countries to develop indigenous improvements to some systems, provided that a high degree
of commonality was retained in elements such as propulsion, drive trains and armament.
Poland produced several modified versions of Soviet combat vehicles.

The Soviet Union also imposed a “rational” division of labor among the Warsaw Pact
states. The USSR usually retained control over the most sensitive technologies so that no
one country had control of all the critical parts needed for any one system. Thus, with the
breakup of the Warsaw Pact, it became difficult for Poland and other Warsaw Pact states
to maintain their large inventories of Soviet-designed equipment, much of which became
unusable in short order.

The legacy of Soviet control over defense production has had a lasting and deleterious
effect on the Polish defense industry. Nothing resembling a competitive defense market
was allowed to develop. Worse, nothing resembling an independent acquisition agency ever
existed: the state was the customer, but also owned the means of production and therefore
also set prices for raw materials, labor and finished products. The range of goods and ser-
vices was not even set by the Polish government, but by the Soviet Ministry of Defense in
Moscow.

The collapse of the Soviet system and the Warsaw Pact thus created a vacuum of power
in which both the Polish government and the Polish defense industry had to discover, ab
initio, a new way of doing business with each other. This process has not yet been completed,
which in turn is responsible for many of the challenges still facing Polish industry today.

The Evolution of the Polish Defense Industry

Prior to World War II, Poland had a number of thriving and dynamic defense companies
such as PZL and Radnor, producing a range of goods from tanks and ordnance to aircraft.
A thoroughly Westernized country, Poland had a well-trained labor force and a cadre of
well-educated scientists and engineers. Most of that was swept away during World War II.
Nonetheless, between 1945 and 1948, a number of these companies were reestablished and
a semblance of domestic defense production began, often using factories established by the
Germans to build German weapons.

When the Soviet Union installed a communist government in Poland and integrated
Poland into the Warsaw Pact, all the traditional Polish defense companies were national-
ized and, as noted, retooled to produce Soviet-designed equipment using Soviet production
processes.

Under the communist system, defense production was divided between the MoND and
the Ministry of Industry. The former operated 19 manufacturing and repair factories, while
the latter controlled no fewer than 80 “defense industry enterprises” covering a full range of
products and services. The leading defense manufacturers included the Stalowa Wola Steel
Works, the Kasprzak Radio Works, the Krasnik Ball-Bearing Plant, the Wifama Textile
Machinery Combine, the Stomil Tire Plant, the Polish Aviation Combine (PZL), the Pro-
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nit firm, the Northern and Wisla Shipyards in Gdansk, the Luczik Works, the Staracho-
wice Truck Factory, the Polish Optical Works, the Bumar-Labedy Engineering Equipment
Combine, and the Olkusz Enamel Plant.

Most of these companies also manufactured civilian products from vehicles to electronics
to clothing; only a few—including the shipyards, the Bumar-Labedy Engineering Equip-
ment Combine, and the Salowa Wola Steel Works—were exclusively military companies.
In 1988, the last year before the collapse of communism, state “defense industry enterprises”
employed more than 236,000 people and accounted for about 3 percent of total industrial
production under the Ministry of Industry. In 1992, after the collapse of the USSR, defense
companies accounted for just 1 percent of industrial output— even though industrial output
overall had fallen from 1988 levels.

It has been post-Soviet-era Polish government policy to divest all state holdings, includ-
ing those in the defense sector. Privatization of the civilian sector has generally been accom-
plished, but at present, a number of defense companies are still wholly or partially owned by
the government. Most of the smaller companies have been wrapped up into a large govern-
ment-owned holding company, PHZ Bumar Sp. z.0.0., whose primary mandate is preparing
these businesses for divestiture. Further details of the Polish government’s privatization
initiatives are set forth below in III. Evaluation of Market Access Metrics.

Polish Defense Exports Under Communism

Defense products accounted for roughly 6 percent of total Polish exports in the 1980s.
The USSR was the largest single customer of the Polish defense industry, accounting for
roughly 50 percent of total production during the communist era. The USSR also used
arms exports as a diplomatic tool throughout the Cold War era. Since the Soviets rarely
transferred their own first-line systems to client states, production of specialized export
MoNDels was delegated to the various Warsaw Pact countries. Poland was a leading sup-
plier of arms for export within this system, producing tanks, armored fighting vehicles,
artillery and small arms. The value of these arms transfers is difficult if not impossible to
calculate, since they were not commercial transactions; most of the equipment was either
provided through grant aid by the Soviet Union or sold at a steep discount. According
to a 1992 study by the Stockholm International Peace Research Institute (SIPRI), Poland
ranked 20th in the world in defense exports, with sales totaling more than $1.6 billion. A
listing of major Polish arms sales from 1994-2002 is set forth in Table 45.

The need to supply the Soviet military as well as provide defense systems for export
to Soviet client states contributed to the large overcapacity of the Polish defense indus-
try—which became an impediment to privatization in the post-communist era.

B. Post-Communist Developments

The overthrow of the communist-era government, the establishment of democracy in
Poland, and the adoption of significant economic reforms led to an extended period of eco-
nomic and political instability marked by high inflation and unemployment, rampant cor-
ruption in both the public and private sectors, and attempts by former communists to roll
back reforms.
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Table 45 Major Polish Arms Sales, 1994-2002
Year Years Number

Recpient System Type Sold  Delivered Delivered Comments

Angola BMP-2 AFV 1994 1994-95 52 Ex Polish army

Cambodia T-55AM2 MBT 1994 1994 50 Ex Polish army

Czech Republic  W-3 Sokol Helicopter 1995  1996-97 11 Exchanged for 10 ex-Czech
AF MiG-29s

Djibouti An-28TD Lt. Transport 1995 1995 1

India TS-11 Indra Jet Trainer 1998  1998-99 13 Ex Polish air force

India WZT-3 ARV 1999 1999 44 Deal worth $31.1M

Iran T-72M MBT 1993  1994-95 104

Latvia Mi-2 Hoplite Helicopter 1994 1995-96 4 Ex-Polish army

Latvia BRDM-2 AFV 1992 1992 2 Ex-Polish army

Lithuania Mi-2 Hoplite Helicopter 1996 1996 5 Ex-Polish air force

Lithuania BRDM-2 AFV 1994 1995 11 Ex-Polish army; gift

Lithuania MT-LB AFV 2000 2000 10 Ex-Polish army; aid

Lithuania P-37 Barlock Radar 1996 1996 3 Ex-Polish air force

Lithuania P-40 Knife Rest Radar 1996 1996 2 Ex-Polish air force

Lithuania PRV-11 Side Net Radar 1996 1996 2 Ex-Polsh air force

Myanmar Mi-2 Hoplite Helicopter 1990  1990-92 22

Russia Ropuchka class Landing Ship 1980 1992 1 Originally ordred by USSR

Sudan T-55AM-2 MBT 1998 1999 20 Ex-Polish army. Export license
originally granted to Yemen,
but shipment diverted illegally
to Sudan

Togo BMP-2 AFV 1996 1997 20 Ex-Polish army

Uganda Mi-21bis Fishbed N Fighter 1999 1999 7 Ex-Polsh air force. Deal worth
$8.5M—funds used for Polish
Su-22 modernization

Uruguay MT-LB AFV 1998 1999 3 Ex-Polsh army; delivered via
Czech Republic

Venezuela M-26 Iskierka Trainer 1997 1998 2 For National Guard

Venezuela M-28 Skytruck Lt. Transport 1995 1996-97 6 For Natonal Guard

Venezuela M-28 Skytruck Lt. Transport 1997  1999-2000 12 For National Guard.
Deal Worth $20M

Venezuela M-28 Skytruck Lt. Transport 1999 2000-2001 12

Yemen Deba Class Landing Craft 1999 2001 3 Deal Worth $50M, including
Lublin class landing ship

Yemen Lublin Class Landing Ship 1999 2001 1 Included in deal for Deba Class

Source: Safeworld Arms and Security Programme, Arms Production, Exports and Decision-Making in Central and
Eastern Europe (2001).
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Figure 96 Polish Defense Manpower, 1988-2007 (Hundreds of Thousands)
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Source: Polish Army Facts and Figures (in the Transition Period), Warsaw (MOND) 1991; Brief Information on the
Armed Forces of the Republic of Poland, Warsaw (MON) 1996.

The guiding principle of the various Polish governments during this time was greater
economic, political and military integration with Western Europe.’® To further this objec-
tive, Poland joined with Hungary and Czechoslovakia (later the Czech and Slovak Repub-
lics) in 1991 to form the Visegrad Group for mutual assistance in reforming their economic
and political systems. All the members of the Visegrad Group became members of NATO
in 1997 and the EU in 2004; the group continues to be active today exploring areas of
joint economic and military cooperation, including a common EU Battle Group earmarked
for peacekeeping operations. The Visegrad Group also has established an Expert Working
Group on Energy to explore ways of ensuring energy security in light of Russian use of oil
and natural gas supplies as an economic weapon.

Gradually, democratic institutions and a free-market economy took root in Poland. The
early and painful economic reforms also began to bear fruit. The currency stabilized and
budget deficits were brought under control as the country moved toward membership in
both NATO and the EU. During this time— from middle to late 1990s—both the mili-
tary and the defense industry were left adrift. With the new government chronically short
of cash and the need to transfer control of non-defense state industries to private hands
while meeting ongoing budgetary obligations such as pensions, Poland drastically reduced
the size of its military forces and sold off much of its surplus equipment at fire sale prices
(see Figure 96). This had the net effect of glutting the market for such products as tanks,
armored vehicles, artillery and aircraft—thus depressing demand for new production.

** Tomaszycki, op. cit., p. 2.
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At the same time, the USSR (later the Russian Republic) suffered a financial collapse.
Polish defense sales to Russia, which once accounted for half of defense industry revenues,
dwindled to insignificance. The result was the precipitous collapse of most Polish state-
owned defense companies, which hampered efforts at both conversion and privatization of
the defense industry.

Planning for conversion had actually begun as early as 1987, when the Warsaw Pact
developed a newer, more “defensive” posture under Soviet Union Communist Party Gen-
eral Secretary Mikhail Gorbachev’s Glasnost policy. At that time, some 20 of the 80 defense
enterprises were marked for closure or conversion to purely civilian production. Concur-
rently, the entire Polish defense industry supposedly made long-term plans for greatly
reduced orders from 1991 to 1995. By 1990, the Polish defense procurement budget had
been slashed by 84 percent as compared to 1988 levels, already causing massive underutiliza-
tion and unemployment in the defense industry. At the same time, the Polish government
reduced or simply abolished all of the defense industry’s special privileges, including supply
priority, low interest loans, state subsidies and tax exemptions.

These changes created major obstacles to the conversion and privatization of the defense
industry. Reductions in defense procurement starved the industry of the capital needed to
fund conversion, while uncertainty in defense planning made it difficult to attract private
capital to acquire or convert existing plants. Some plants were so antiquated that they could
not be converted or modernized in an economical manner.

In 1992, the Ministry of Industry proposed to restructure the defense industry as rap-
idly as possible by creating three classes of linked holding companies based on the degree
of competitiveness of the enterprises being held. This plan, discussed in detail below, had
varying degrees of success.

NATO Membership

In facilitate closer relations with the West, in 1994 Poland became a member of NATO’s
Partnership for Peace, preparing the groundwork for full membership in the Alliance.
On July 8, 1997, Poland (along with Hungary and the Czech Republic) was invited to join
NATO. Despite opposition from Russia, Poland formally joined the Alliance in 1999, thus
further cementing Poland’s growing ties to both the United States and Western Europe.

With NATO membership came the pressing requirement to modernize Poland’s military
forces and bring its equipment and training up to NATO standards. In effect, this meant
either replacing or upgrading every major system in the Polish military inventory, from
radios and small arms to armored fighting vehicles and aircraft. But with a total defense
budget of barely $3 billion per year, Poland could hardly begin to address this task. In addi-
tion, under the Soviet system, Poland was discouraged from manufacturing state-of-the-art
defense electronics, avionics and weapons guidance systems, making Poland utterly depen-
dent upon Western technology for these critical components.

Fortunately, rapid integration of new Member States into the Alliance military structure
was a high priority for NATO. Poland became a beneficiary of a series of subsidized loans,
gifts and grants to accelerate its defense transformation. Among these were:

* Central European Defense Loan (CEDL). Intended to provide credit-worthy
countries in Central Europe and the Balkans with upwards of $100 million in U.S.
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Foreign Military Financing (FMF) funding to purchase NATO-standard equip-
ment, Poland signed the CEDL agreement in 1998, the only country to qualify for
the low-interest loans at that time. Poland made use of this and other FMF funds
to acquire some $135 million in U.S. equipment in 1999-2000, the vast majority
of which were committed to programs to meet NATO force goals and minimum
military requirements.

* NATO Security Investment Program (NATO-SIP). Established to help finance
the development and modernization of military infrastructure of the Member
States, the NATO-SIP program made more than $650 million available to Poland,
of which $380 million was used to modernize seven military airfields, five fuel and
supply depots, and two naval bases; a further $10 million was used to upgrade mili-
tary telecommunications networks.

* Bilateral sales and grants in aid. Poland was able to benefit from the drawdown
and consolidation of other NATO forces to bolster its combat capabilities. For
instance, Poland’s original force of 12 MiG-29 Fulcrum fighters (received from the
USSR in 1989-1990) were supplemented in 1995 by 10 Fulcrums transferred from
the Czech Republic in exchange for an equal number of surplus light helicopters.
In 2004, 22 more Fulcrums were effectively donated to Poland by Germany,”” of
which 14 were modernized and placed in service. Poland also acquired some 132
German army surplus Leopard 2 main battle tanks™ to supplement its force of
indigenously produced T-72Ms.

For strategic and cultural reasons, Poland has worked hard to live up to its NATO com-
mitments, participating in a wide range of operations, including the coalition forces in
Afghanistan, peacekeeping forces in Bosnia and Kosovo, and NATO Baltic Air Policing
patrols in Lithuania. In addition, Polish forces have been part of the Multinational Forces
in Iraq, as well as United Nations (UN) peacekeeping forces in Lebanon and the Golan
Heights, and EU peacekeeping forces in Chad. Poland has also earmarked forces for various
rotations of the NATO Response Force, as well as forming part of the EU’s Visegrad Battle
Group with Hungary and the Czech Republic.”

Meeting NATO capability and interoperability standards has been the driving force
behind Polish defense modernization, as enunciated by Bronislaw Komarowski, then-Min-
ister of National Defense, back in 2001:

Poland’s participation as a member in defense planning since 1999 has been a
major spur to reform, and the latest programme of reform is aimed at fulfilling
Alliance objectives. At the time when Poland joined NATO, Alliance members
adopted a new Strategic Concept and launched the Defense Capabilities Initia-
tive. The resulting force goals, which are primarily concerned with the technical
modernization of the armed forces, the organization of rapid reaction forces, and

** The aircraft were first brought up to NATO standard and then sold by Germany to Poland for the symbolic price of €1.
% Sold at scrap prices.

7 Tt is significant that U.S. analysts never expressed any reservations concerning Poland’s ability and willingness to
contribute to the NAT'O Alliance, similar to those they expressed regarding the other Central European countries
(Czech Republic and Hungary) that joined at the same time as Poland, due mainly to Poland’s strong demographics
and broad-based social support for the military and NATO. See J. Simon, “The New NATO Members: Will They
Contribute?” National Defense University Strategic Forum, No. 160, April 1999.



Accessing the Polish Defense Market 455

improvement of operations, require substantial expenditure and development of
better long-term financial planning framework, as well as a complete change
of philosophy of military reform. The Programme of Restructuring and Technical
Modernization of the Armed Forces of the Republic of Poland 2001-2005 is based on

such principles.”””

With some modification to account for changing strategic circumstances, these prin-
ciples guide Polish military reform and transformation today.

EU Membership and Its Effects

Entry into the EU was a major objective of Polish security policy from the early 1990s,
driven partly by the desire to break free entirely from the orbit of Russia, but also partly by
necessity. Poland knew that only through EU membership and closer integration into the
European Community could it attract the investment capital it needed to become a prosper-
ous, free-market democracy.””

Poland joined the EU on May 1, 2004, after several years of preparation to meet the
requirements governing financial stability, transparency and civil institutions. Full inte-
gration is an ongoing process.”* Poland has not yet reached the criteria of the Maastricht
Treaty to adopt the single European currency in place of the zloty, but entry into the Euro-
zone is scheduled for 2012.

Poland has, in general, benefited greatly from its EU membership. It has been one of
the largest recipients of EU development funds. For the period of 2007-2013, the EU has
made a total of some €60 billion ($87.3 billion) for a variety of infrastructure and other
projects. Poland, however, has had a relatively poor “absorption rate” of only 24.5 percent
for EU funds to date—i.e., only about one-fourth of all EU funds remain in Poland, with
the majority simply passing through to various foreign entities. It has been estimated that
if Poland manages to absorb the available EU funds, annual gross domestic product (GDP)
growth could average 7-8 percent.’”

In any event, thanks to EU funding, Poland has managed to modernize much of its
infrastructure. Per capita income is now roughly 51 percent of the EU average, and increas-
ing rapidly, but rising wages are creating price pressures that must be kept under control if
Poland is to meet the Maastricht targets by 2012. Entry into the EU has broken down most
barriers to intra-European trade and investment. Foreign direct investment (FDI) reached
€14 billion ($20.4 billion) in 2007, with 70 percent coming from within the EU.

On the defense and security front, however, Polish relations with the EU are not pro-
ceeding as smoothly due in part for Poland’s preference to view NATO as the nexus for
European security affairs. This puts Poland somewhat at odds with those pushing for a

' B. Komorowski, “Reforming Poland’s Military,” NATO Review, Web Edition, Vol. 49, No. 2, pp. 26-27.

7 Tomaszycki, op. cit., p. 3 and footnote 2.

7 There is a very strong sense of Polish national identity that bridles at the idea of surrendering sovereignty to a supra-
national entity, particularly in light of Poland’s domination by the Soviet Union from 1945-1989. There is significant
belief that there is an inherent “Polish Way,” and most Poles object to EU interference in what they see as properly
internal affairs, such as laws governing morality, as well as more mundane things such as regulation of foodstuff and
tax policies.

7 “Poland At A Glance,” Raytheon International briefing, June 2008.
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more Eurocentric approach to European security and defense (e.g., Germany and France).
Poland is firmly committed at this time to a “Euro-Atlantic” model of security, in which the
United States and NATO are the guarantors of Polish security.

Poland has some doubts about the ability of the EU to provide that degree of security,
particularly in light of a resurgent Russia. The EU’s inability to take action against Russian
use of oil and natural gas contracts as economic and political weapons against Poland and
Ukraine fueled Polish questions about the seriousness of the EU’s role in security matters.

The Polish government and the Polish defense industry also disagree with the direction
in which the EU is moving with its new European Commission (EC) Defense Package,
particularly the provisions restricting use of Article 296 of the Treaty Establishing the
European Community (Article 296 EC Treaty) to shield programs from competitive pro-
curement. In essence, Poland seeks to preserve its ability to be protectionist with its defense
industry. Its officials are keenly aware of the weakness of its defense industries and the need
to protect them through the period of transition to private ownership and control.

Poland also opposes any effort to restrict or eliminate the use of offsets in defense trade.
Polish authorities view offsets as important to maintaining a reasonable balance of defense
trade, as well as the only viable means at present of directing capital into uncompetitive
state-owned defense enterprises— enterprises which the Poles are convinced can be com-
petitive if they can only be nurtured through this period of weakness. It is clear that the new
EU initiatives are steps toward reducing and eventually eliminating offsets—which the
Poles (as well as other smaller members of the EU) are likely to work hard to resist.

Despite its reservations, Polish leadership is convinced that the EU will be playing an
increasingly important role in European defense. Hence, Poland is intent on being an active
participant—if for no other reason than to have a place at the table when decisions are being
made. Poland has thus been one of the more forthcoming Member States with regard to
participation in EU Battle Groups and peacekeeping operations. In fact, Poland tends to be
much more interventionist than most of the older EU Member States, a fact that has not
gone unnoticed in Poland.

Poland is also intent on participating in the development of any future integrated Euro-
pean defense market and defense strategy. Thus, one leading Polish diplomat expressed the
opinion that the emergence of the European Defence Agency (EDA) is one of the most
important developments of the last decade, one that Poland supports and in which it would
like to play a greater role. Through the EDA, Poland could provide itself with a say in the
formation of new EU standards and procurement decisions as well as ensuring itself a sig-
nificant portion of work in future EU-directed programs.

EU membership has also had tangible benefits for the Polish defense industry through
cooperative programs that take advantage of Poland’s well-trained labor force and low labor
rates. EADS has been a leading partner in the process, becoming either an outright owner
or a major stakeholder in a number of Polish defense companies. For instance, CASA-EADS
bought a 51 percent share in the aircraft factory PZL Warszawa-Okecie SA to build the
C-295 transport aircraft for the Polish air force and other customers. EADS has also per-
formed upgrades for the Mi-24 Hind helicopter, T-72 tank, and MiG-29 fighter in Poland,
utilizing Polish subcontractors and facilities. Other EADS programs in Poland have
included provision and servicing of the MICA air-to-air missile, support services for the
International Space Station, development of a border control system, production of mobile
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Table 46 Foreign Financial Assistance to the Polish Ministry of National Defense
(Millions of Dollars—$)

Funding Source 2005 2006 2007
NATO SIP 85.7 130.8 109.6
U.S. FMF 79.8 30.0 30.0
U.S. IMET 25 2.0 2.0
U.S. CTFP 0.0 0.2 0.2
Total 167.9 163.0 141.7

Source: Ministry of National Defense, Budget Division.

hospitals, and development and integration of C4ISR (command, control, communications,
computers, intelligence, surveillance and reconnaissance) systems for the Polish military.

Much of the economic benefit to the Polish defense industry comes through Poland’s
stringent offset requirements, which most companies fulfill by subcontracting much of the
work to Polish companies. This in turn has led to spin-off opportunities to use the newly
developed capabilities on other projects. For example, PZL-Polskie Zaklady Lotnicze (Polish
Aviation Factory Ltd) has developed a thriving business as subcontractors to BAE Systems
for Hawk trainer maintenance, to Boeing on B-757 maintenance and overhaul, and to
AgustaWestland, Saab and Pratt & Whitney on their commercial and military systems.

C. Reconciling Defense Budgets With Strategic, Force Transformation
and Acquisition Goals

The challenge for Poland is reconciling its limited defense budget with its ambitious
strategic, force transformational, and acquisition needs as it reforms its force structure,
organization, and equipment and personnel policies.

Military Expenditures

Poland consistently spends only between 1.7 and 2.0 percent of its defense budget on
national defense. This is consistent with other NATO countries, however. Since Poland’s
economy has been growing at a rate of 5.5-6.5 percent, its actual expenditures have increased
substantially since 2002, as shown in Figures 97 and 98. However, as these Figures reflect,
the largest portions of the budgets have continued to go to O&M, personnel and pensions;
investments, while modestly increasing, remain at a very low level.

In addition to national funds, the Polish MoND has access to considerable amounts of
foreign funding, including the NATO-SIP, the U.S. FMF, the U.S. International Military
Education and Training program (IMET), and the U.S. Counter-Terrorism Fellowship
Program (CTFP). As shown in Table 46, these “off budget” funds, while still at modest lev-
els, provide a significant supplement to the Polish defense budget, without which effective
modernization would be impossible.
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Figure 97 Polish Defense Expenditures by Function 2002-2007 (Percent—%)
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Figure 98 Polish Defense Expenditures by Function 2002-2007
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In addition to these sources of revenue, the Polish MoND also has access to funds raised
by the sale of state defense enterprises as well as R& T funding from the Ministry of Sci-
ence and Technology and the Armed Forces Modernization Fund (although these sources
of funding seldom exceed $80 million in a given year).

Strategic Posture

The National Security Strategy of the Republic of Poland, promulgated in 2003, defines
the Polish national interest as:

... independence, sovereignty, and the territorial integrity of the country, and the
stability of its borders; democratic constitutional order, in particular all human
rights and dignities, and the safety of the citizens of the Republic of Poland...
and maintaining the national heritage and developing the national identity; sta-
ble and fair peace in Europe and throughout the world, based on the principles
of democracy, human rights, law abidingness and solidarity."

Poland’s strategic posture is predicated first upon the collective security guarantees of
the NATO Treaty, particularly Article 5, under which an external attack upon one mem-
ber is seen as an attack on all. Poland relies implicitly on NATO to provide security from
external attack, which in turn allows the Polish military to focus on the wide range of asym-
metric threats that dominate strategic thinking since September 11.

Based on the “national interest” as defined in its National Security Strategy, Poland
accepts that foreign intervention may at times be necessary, either to stabilize failed states,
implement international agreements, or to maintain peace. Its participation in Operation
Iraqi Freedom indicates Poland also accepts that preemptive action may be necessary to
maintain peace when one country threatens the stability of its neighbors.

Polish forces thus fall into two categories: 1) heavy units intended primarily for territorial
defense; and 2) light forces intended mainly for expeditionary operations. The latter include
light infantry battalions, special operations forces, engineer and transportation units, air
defense units, and chemical/biological defense units, supported by helicopter and tactical
transport squadrons to provide intra-theater mobility. Polish forces lack strategic lift capa-
bilities, and will depend on other states—the United States, NATO or EU—to move its
forces from Poland to places such as Iraq and Afghanistan. This is not a particular weak-
ness, as Poland intends always to fight as part of a coalition force.

As noted, Polish forces have worked well with U.S. forces in Iraq and Afghanistan— Pol-
ish special operations troops being particularly well regarded. Of late, some U.S. observers
note what they consider deterioration in the quality of Polish forces, but this has been attrib-
uted, by both Polish and U.S. commentators, to the rotation of Iraq and Afghan veterans
back to Poland to allow the transfer of lessons learned to the rest of the Polish armed forces.

The Polish focus on expeditionary operations at the expense of territorial defense may be
re-evaluated in light of the Russian invasion of Georgia. The deployment of U.S. air defense
missile batteries and the development of a ballistic missile defense system, while ostensibly
directed against a nebulous Iranian threat, also provide some concrete reassurance against

¢ Ministry of National Defense, National Security Strategy of the Republic of Poland (2003).
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a very real Russian threat. Given that the Swedish military is considering devoting more
resources to territorial defense at the expense of expeditionary capability, there is some
prospect that Poland could follow suit—investing more in tanks and infantry fighting vehi-
cles, and less on tactical transports and trucks.

Force Structure and Organizational Reform

Within the constraints of its relatively meager budget, the Polish military has ambitious
plans to modernize and professionalize its forces and make them fully equal to any others
in NATO. There are two main pillars to this plan: 1) the replacement or modernization of
Soviet-era equipment with NATO compatible systems; and 2) the replacement of most con-
script troops with long-term professional volunteers. To achieve the first objective, Poland
has plans to boost its “investment” spending (procurement plus R&T)—from 13.2 percent
of the defense budget in 2002, to 23.3 percent today—to eventually more than 25 percent
(considerably better than many Western European states).

Both objectives, however, have been impeded by excessive personnel and O&M costs.
To reduce both, Poland cut total defense personnel by 54,000 troops and either scrapped,
mothballed or sold some 7,000 items of obsolete or non-NATO compatible equipment,
including aircraft, ships, tanks and armored vehicles. Estimated annual savings from both
initiatives is on the order of $250 million, to be reinvested in new equipment as well as bet-
ter pay and living conditions for the professional soldiers. Only through these measures
has Poland been able to bring its personnel, pension and O&M costs under control and
continue with its ongoing transformation program.’”’

The primary objective of Poland’s military reform program is the creation of a small,
agile professional force capable of meeting NATO force commitments and EU Headline
Goals alike. Interoperability with U.S. and NATO forces is a primary objective of the Pol-

ish defense modernization plan.

In practice, Poland has emphasized out-of-area expeditionary operations with a focus
on low intensity operations in a wide range of contingencies— from guerrilla warfare and
counterinsurgency to counterterrorism to peacekeeping and humanitarian assistance. To
that end, Poland’s military structure has been revised and simplified to deal with the new
strategic realities. These changes are summarized below:

* Military Districts: reduced from four to two

* Army Corps: reduced from two to one

* Army Divisions: reduced from eight to four

* Army personnel; reduced from 130,000 to 90,000

* Air Forces: reduced numbers of MiG-29 and Su-22 fighters replaced by F-16s

* Naval Forces: reduced from 56 warships and four submarines to 30 warships and
five submarines

77 Tomaszycki, op. cit., p. 14; also Komarowski, op. cit., pp. 2-3.
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While reducing total force size, Poland has increased combat capabilities by retiring
obsolete systems such as the T-55 MBT while retaining and upgrading modern systems
such as the T-72M and the Leopard 2, as well as by fielding modern C4ISR systems.

Acquisition Priorities

As a small country with limited resources, Poland has had to stringently prioritize and
phase its acquisition of new systems and the upgrading of older ones. The highest priority
has been placed on NATO interoperability. Hence, Poland has put emphasis on procuring:
a NATO-interoperable Headquarters Command Systems (Szafran-ZT); a digital signal sys-
tem (Krokus 2000); army C4ISR and electronic warfare systems; an airspace management
system; and a national air defense system.

Much like in the United States, each military service also has its own acquisition agenda:

* The Polish Army has as its main priorities a weapons of mass destruction defensive
system; a chemical and biological decontamination system; an air defense artillery
system; a wheeled armored personnel carrier; an anti-tank guided missile; upgrades of
Soviet-era air defense systems (ZSU-23-4 and SA-6); and personal troop equipment.

* The Polish Air Force for its part is focused on creation of four national air defense
centers, upgrading of airfields, and modernization of Soviet-era air defense missile
systems such as the SA-4. The cornerstone of the air force modernization plan is
the acquisition of some 48 F-16 multirole fighters under a potential $3 billion deal
($6 billion if offsets are counted).

* The Polish Navy, whose mission area is the Baltic Sea, is focused on modernizing its
mine countermeasures ships and systems; anti-surface and anti-submarine warfare
in a littoral environment; and support of amphibious operations. However, Polish
national strategy also requires a blue water navy for power projection and logistic
support of Polish expeditionary forces. The Navy thus also has both a support ship
and a command ship on its list of priorities, but as the “junior” service it has the
smallest budget and lowest priority for resources.

In addition to these “planned” acquisition priorities, they also need to respond to urgent
operational requirements from deployed combat forces. Since the beginning of the wars in
Iraq and Afghanistan, these have tended to “break into” the long-term modernization plan.
Among the urgent acquisitions made to support ongoing operations have been high mobil-
ity multipurpose wheel vehicles (HMMW Vs), mine-resistant vehicles and M113 armored
personnel carriers. When possible, Poland tries to acquire these systems through grants in
aid, rather than through purchase, because they siphon off resources from long-term mod-
ernization requirements.

I1. Polish Defense Market: Supply and Demand Dynamics

Poland’s defense “market” reforms have addressed several chronic problems: the procure-
ment process itself, which lacks transparency and has been inefficient; the overcapacity and
obsolescence of the defense industry, most particularly the remaining state-owned enter-
prises; and the suppression of the endemic corruption found throughout Polish society but
which is especially troubling in the defense sector.
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A. Acquisition (Demand) Reform

As noted earlier, under the communist system, the government was both the customer
and the supplier—setting requirements, allocating the resources, and setting prices. With
the transition to a free-market economy, it became necessary for the government to learn
how to establish its own requirements, formulate requests for proposal, evaluate tenders,
make awards, and manage programs in a cost-effective manner. For some time after the
liberation, the old system continued in place simply because so many companies remained
state-owned.

Gradually, because of the increasing volume of defense imports from the West, and
the growing privatization of the Polish defense sector, it became necessary to establish a
formal procurement agency based on Western standards of objectivity and transparency.
Poland used a portion of its CEDL funds specifically to train a professional acquisition
corps. Numerous military and MoND personnel were sent to the United States and West-
ern Europe to study at the acquisition colleges and learn “best practices and procedures.”
During that time, Poland ran a very unsatisfactory ad hoc procurement system that was
widely criticized for its inefficiency, corruption and lack of transparency.

Finally, in 2004, Poland put in place a modern, Western-style acquisition system. The
system was codified in the Act of 29 January 2004 on Public Procurement Law, which is
supplemented by Ministerial Decrees (covering, e.g., items on the list of affected armaments
and the list of approved defense companies) and by Decisions of the Minister of National
Defense on rules and procedures for implementing the new Public Procurement Law as it
applies to defense procurement.

While the Polish procurement system is now based on Western European norms, it does
not function well in practice, according to market participants. The challenges sound eerily
reminiscent of problems that continue to plague the United States.

Specifically, Poland continues to suffer from a shortage of trained acquisition profession-
als. Each acquisition professional is managing a larger portfolio than is practical, and cannot
provide the extent of oversight needed. Poland also lacks a well-established network of Sys-
tem Engineering and Technical Assistance contractors to its staff program offices. Indeed,
for reasons associated with the endemic corruption of Polish society (see below), there is
relatively little formal coordination between government and industry. This requires the
Polish government to make decisions without the input of industry regarding what is avail-
able, practical and affordable.

A second major problem is poor coordination between military officers who set require-
ments, the civil servants who manage and staff the program offices, and the Ministry of
Finance who funds the projects. Because the military has a difficult time expressing its real
requirements to procurement officers, Requests for Procurement often do not accurately
reflect the military needs. And given the limited communication between the industry and
military, the military have only a vague idea regarding what industry can provide.”

¥ U.S. industrial representatives mirrored these observations and complaints but attributed the ongoing inefficiency
and lack of transparency in the system not to malice or corruption, but simply to a lack of resources and personnel
with sufficient experience to administer the system effectively.
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B. Defense Industrial Reform

After the fall of communism, the Polish government sought to divest and privatize all the
state defense enterprises as quickly as possible. However, this proved to be impractical given
market conditions. Few of the companies had a competitive product or technology base, all
lacked adequate capital either to upgrade or to convert to civilian production and, hence,
few could attract either private capital or foreign investors.

A more realistic 1992 plan was designed to allow the most competitive elements of the
defense industry to begin operating in the free market rapidly while maintaining govern-
ment control over critical defense manufacturing capability. This plan did not succeed as
well as hoped because of the defense industry’s condition. With antiquated product lines
based on Soviet-era designs, the industry could not: 1) find adequate export sales for its
remaining product lines (by 2001, Poland was exporting only 13 percent of its defense pro-
duction) or; 2) meet the pressing need to bring Polish military systems in line with NATO
standards.

To facilitate the sector’s transition, the government formed two large, state-owned hold-
ing companies, Bumar and Cenix (the latter of which was eventually absorbed by Bumar) to
own and operate most of the companies in ordnance, armored vehicle and munitions— prod-
ucts that did not have any civilian market counterparts. Other sectors, including shipbuild-
ing and aerospace, were gradually sold since most of their operations were already commer-
cialized or dual-use. Bumar now controls and operates 17 individual companies, all of which
are to be readied for privatization in the next two years.

There has been significant controversy over Bumar and its affiliated firms, however, due
to rampant cronyism between its management and members of the Polish military. Thus,
most of the Bumar holdings are not regarded as suitable for privatization at this time, and a
new management team has been brought in to establish a new privatization plan.

Thus, today there are three types of companies constituting the Polish defense market:

* State-Owned Defense Enterprises. Bumar now controls and operates 17 indi-
vidual companies with more than 13,000 employees. Mainly relics of the Soviet
era, these companies have large, obsolescent factories and an even larger, under-
employed workforce. They are dependent on Polish government contracts and/or
offset work share for survival. Most do not have a competitive technology base
or product line, reflected by the fact that exports account for only 13 percent of
Poland’s defense sales—and most of them not generated within Bumar. A lead-
ing Polish industrial representative characterized the Bumar marketing approach
as “sitting around a table waiting for something to be tossed over the transom.”
Without work provided through offsets, Bumar probably would have to close its
operations, according to market participants.

* Formerly State-Owned Enterprises. While some firms may still have majority
government ownership or a significant equity stake (a de facto “golden share”), these
companies were inherently more viable than the Bumar companies simply because
they had product lines that could penetrate the civilian market. Among the more suc-
cessful of these have been the Polish aviation companies and the Gdansk shipyards,
most of whose work is actually either commercial or dual-use. The quality of these
companies varies widely depending upon the sector and the nature of the workforce.
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Some are quite modern and cost-effective; others work according to rigid trade union
rules and have high costs. In the case of those companies still doing defense work, a
number seem to rely on cronyism to win contracts, according to market participants;
i.e., they use their contacts in the state-owned companies and in the military/MoND
to obtain work share in various programs, either as subcontractors to the state com-
panies or as offset partners with foreign prime contractors. Some are transitioning to
a more open-market management style, but others will probably be left behind.

* Commercial Start-Up Companies. Founded privately after the fall of commu-
nism—frequently by scientists and engineers from state enterprises or universities
and research institutes, these small to mid-sized companies develop niche technolo-
gies and capabilities (particularly in telecommunications and information technol-
ogy). They are generally able to compete in the commercial and dual-use markets;
relatively few are purely defense as the defense sector is so small. A number have
entered into mentorship/strategic partnerships with U.S. and European technol-
ogy companies, which use both their unique technology offerings as well as their
on-shore presence to leverage their bids on Polish defense programs. Most of these
companies will either thrive in their niche or be acquired by larger offshore com-
panies as they mature. It is impossible to tell at this time how many will emerge to
become major players in their own right.

These three types of companies exist in an environment shaped by an industrial policy that
is “on paper” totally dedicated to free-market reforms. Under Polish policy, all companies
must eventually sink or swim on their own merits although some may be protected until such
time as they have either managed the transition to the free market or demonstrated their
inability to compete. Both the Polish government and industry are convinced that, due to
their trained workforce, low labor rates and relatively low taxes, Polish defense products should
be able to compete on the European and world market, if (and it is a big #f) they can develop
systems up to NATO standards. So far, they have not been able to demonstrate that capability
on a large scale, which suggests numerous Polish businesses will either consolidate or fold.

Some market analysts place the blame for this squarely on the shoulders of the Polish
MoND, which has become so enamored of Western (particularly U.S.) equipment and the
low-cost loans and grants available to pay for it, that it has systematically ignored and under-
invested in Polish companies offering more effective (and sometimes cheaper) solutions
than foreign solutions. Thus, Poland chose to acquire the U.S. Patriot PAC-3, paid for under
FMF rather than indigenous designed surface-to-air missile systems mating Soviet radars
and fire controls with U.S. missiles such as the AIM-120 AMRAAM or the RIM-7 Sea
Sparrow. Similarly, Poland has one of the premier Mi(G-29 maintenance, overhaul, upgrade
and repair facilities in the world, but has not attempted to transform it into a new F-16 logis-
tics facility— preferring to rely on contractor support (free for the first three years of oper-
ation) provided by Lockheed Martin. As a result, according to some market participants we
interviewed, Polish companies are losing out on opportunities to develop their own cutting-
edge capabilities and products, and are reduced to “techno-serfs” of Western companies.””

The Polish government, for its part, is committed to improving the Polish technology
base by investing 24 percent of the Polish defense budget in research and technology.™ But

” See R. Johnson, op. cit.
*® Basic Information on the MoND Budget for 2007, Ministry of National Defense (Warsaw). 2007.
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when one considers that the total Polish defense budget (exclusive of grants in aid) is less
than $4 billion, that investment is not sufficient to jump-start the Polish defense industry.

C. Strategic Partnership With the United States

Poland feels a strong affinity with the United States, the roots of which go back at least
to U.S. support for the Solidarity movement under the Reagan Administration in the 1980s.
Whether one considers it historically accurate or not, the average Pole thinks the United
States was primarily responsible for the collapse of the Soviet Union and the elimination of
communism in Poland. This, combined with Poland’s belief that the security of Europe is
best ensured by a strong U.S. presence on and interest in the continent, has made strategic
partnership with the United States a cornerstone of Polish security strategy. Not only did
Poland support the United States diplomatically in the UN and other international forums,
but it was also among the first countries to provide troops for service with the U.S.-led
coalitions in Afghanistan and Iraq. The resurgence of Russia as an aggressive economic
and military force, its use of oil and gas contracts in an attempt to blackmail Poland and
Ukraine, and finally, its invasion of Georgia in August 2008, have all cemented a consensus
among the Polish leadership that Poland must maintain close ties with the United States.

The most concrete manifestation of this strategic partnership has been Polish participa-
tion in the war in Iraq and Afghanistan. In contrast to many other European countries,
Poland has placed no caveats upon the use of its forces in combat. Polish forces go where
U.S. forces go, face the same dangers, and address the same missions. The cooperation
between U.S. and Polish special operations forces has been especially fruitful —the Poles
proving to be brave, well trained and enthusiastic.

However, at the beginning of their commitment, Polish forces were woefully unprepared
to interoperate with U.S. forces, which required the United States to provide Poland with
a wealth of equipment, including tactical radios, HMMW Vs, mine-resistant vehicles, body
armor, and weapons, in addition to providing most in-theater logistic support. Much of this
was provided either as an outright grant in aid or at discounted prices through the FMF
program. The net effect has been to boost the professionalism and combat readiness of a
portion of the Polish military as well as providing a leavening of combat experience that has
been taken back and integrated into the total force.

Poland, Bulgaria, Romania and several other countries are eager to have U.S. bases on
their soil for a variety of reasons—ranging from the economic benefits of providing support
for U.S. forces to the implicit promise of protection against Russian aggression. As U.S.
strategic interests shifted from Western Europe into the Middle East and Central Asia, the
need for a redeployment of U.S. forces in Europe became evident. Bases in Eastern Europe
would put troops closer to active combat theaters and shorten lines of communication. The
United States also felt that there would be fewer restrictions on training and other opera-
tions in Eastern Europe than at existing bases in Germany. Poland, for its part, used a large
portion of its NATO-SIP funds to upgrade airbases and supply depots to NATO standard.
These facilities could serve as the nucleus of a permanent U.S. presence in Poland, possibly
as part of a ballistic missile defense system.

On the down side, operations in Iraq and Afghanistan have stressed the Polish defense
budget and delayed modernization of the total force, particularly in regard to heavy weap-
ons such as tanks and artillery. There has also been, of late, a certain latent hostility to the
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U.S. due partly to the perception the relationship between the two countries is “unbal-
anced.” Members of the Polish government and business community consistently expressed
to the study team the view that the United States takes Poland for granted and does not
appreciate Poland’s commitment to the United States.

There was considerable resentment in Poland over the terms of the F-16 fighter sale
(see below) as well as to the construction of a missile defense system in Poland. Accord-
ing to Polish government officials, the long and arduous negotiations concerning the U.S.
missile defense agreement reflected Poland’s desire to get the best possible deal and gain
U.S. respect. Thus, after 18 months of negotiation, on August 18, 2008, Poland indicated it
would sign the agreement with the United States on missile defense.™

On the other hand, a number of U.S. government and industry representatives have
spoken of an outbreak of “Poland fatigue” in Washington. This reflects a feeling that the
United States has done too much for Poland at the expense of other allies, and that the Poles
have perhaps too exalted an opinion of themselves.

Recent Developments

Recent developments in the U.S.-Polish relationship tend to bear out these observations.
On August 8, 2008, Russian forces entered the region of South Ossetia in the Republic
of Georgia, ostensibly as peacekeepers, but obviously to occupy and eventually annex this
province, the site of a long-standing separatist insurgency (itself sponsored and supported
by Russia). Shortly thereafter, on August 20, 2008, the United States and Poland signed
both an agreement on the emplacing of a ballistic missile defense system in Poland and a
Declaration on Strategic Cooperation. According to the U.S. Department of State,

The Declaration affirms the commitment of the United States to the security of
Poland and of any U.S. facilities located on the territory of Poland. The Declara-
tion underscores that both nations face a growing threat from the proliferation
of weapons of mass destruction and associated delivery systems. Missile defenses,
including the interceptor base in Poland, provide a necessary and critical capa-
bility that can be used to defend both our nations and other NATO Allies from
long-range missile threats.

The United States and Poland intend to enhance their security through political-
military cooperation, information sharing, and defense industrial and research
and technology cooperation. A Strategic Cooperation Consultative Group will
serve as the primary mechanism for furthering the U.S.-Poland strategic rela-
tionship.™

The Declaration called for the United States to deploy a Patriot PAC-3 air-and-missile
defense battery to Poland in 2009, with the possibility of upgrading or supplementing this
with a more capable Theater-Area High Altitude Air Defense System battery in the future.
It probably was not coincidental that all the issues dogging the U.S. missile defense agree-

™ Available at: http://www.huffingtonpost.com/2008/08/14/us-poland-reach-agreement_n_119053.html.

* Office of the Spokesman, U.S. Department of State, “Press Release: Declaration of Strategic Cooperation Between

the United States of America and the Republic of Poland,” Aug. 20, 2008. Available at: http://poland.usembassy.
gov/poland/official_texts_and_speeches/official-text-and-speeches-2008/declaration-on-strategic-cooperation-
between-the-united-states-of-america-and-the-republic-of-poland-20-august-2008.html.
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ment were resolved in the immediate aftermath of this Russian invasion. Strong declara-
tions of support for Georgia and its immediate admission to NATO (together with Ukraine)
emanating from the Polish government made clear the degree of alarm, even fear, the Rus-
sian invasion had caused.

At this writing, however, it should be noted that the Obama Administration is reviewing
the 2008 arrangements and it remains to be seen whether the deployments will go forward
as planned.™

U.S.-Poland Defense Trade and Industrial Cooperation

The United States and Poland do not have a legal framework in place for defense indus-
trial cooperation. Unlike other Western European countries studied, the United States has
neither a reciprocal procurement Memorandum of Understanding (MOU) nor a Declara-
tion of Principles with Poland. However, in light of the close bilateral relationship that has
evolved, the United States and Poland are also in the process of negotiating a reciprocal
defense procurement MOU.™* If executed, the MOU would exempt Polish defense exports
to the United States from the Buy American Act and also would exempt U.S. companies
from analogous Polish laws. Another core principle of such reciprocal procurement MOUs
typically is the concept of national treatment for each other’s defense firms (with the nature
of the obligation varying from one agreement to another).

From an economic standpoint, defense trade with Poland is at the present time very much
a one-way street financed by the United States. As seen in Figure 99, the United States has
sold Poland, either through direct commercial sales or foreign military sales, more than
$4.5 billion in military equipment since 2002. The bulk of that revenue, approximately $3.2
billion, is directly associated with the F-16 program, leaving about $1.3 billion in sales for
all other programs and applications. These figures do not include outright donations of
equipment or grants in aid with which equipment was actually purchased with U.S. funds.

In contrast, Polish defense sales to the United States are negligible. The most noteworthy
contracts between the United States and Polish defense companies are in fact subcontracts
related to the Polish F-16 sale, mandated as part of the project’s offset requirements.’

While some representatives of the Polish government attributed this to protectionist
policies of the United States, Polish industry representatives were more honest in their
assessment: the United States buys little from Poland because Poland at this point has little
to offer in the way of interesting products or technology. The emergence of a viable Polish
defense export market is dependent on the revitalization of Polish industry, and not on any
real or perceived market access barriers in the United States or elsewhere. In that light, the
exemption from the Buy American Act and Balance of Payments Program contained in the

" Foreign Policy, March 3, 2009. Available at: http://thecable.foreignpolicy.com/posts/2009/03/03/us_missile_defense_
policy_under_review_0.

** “Feasibility of a Reciprocal Defense Procurement Memorandum of Understanding With Poland,” 73 Federal Reg-
ister 33992 (June 16, 2008). Available at: http://edocket.access.gpo.gov/2008/pdf/E8-13458.pdf.

¥ According to the InfoBase Publishers’ DACIS Contracts Database, in November 2002, Lockheed Martin awarded
a $200 million subcontract to PZL-Milesc to act as in-country partner on the program. In July 2004, L-3 Com-
munications, selected by U.S. Air Force Systems Command to provide training and simulation support to the Polish
air force for the F-16, issued a subcontract to ETC-PZL Aerospace Industries for $6.6 million to assemble, test and
support Link flight simulators being installed in Poland.
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Figure 99 U.S. Defense Sales to Poland, 2002-2007 (Billions of Dollars-$)
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U.S.-Poland bilateral agreement has long-term implications but at present is mainly of sym-
bolic value, signifying the closeness of the relationship between the two countries.

The new Declaration on Strategic Cooperation and the missile defense agreement—if
implemented by the United States— have the potential to energize U.S.-Polish industrial
cooperation in several ways. First, these arrangements can put Polish companies in line
to provide logistics and maintenance services to U.S. forces deployed in Poland. Second,
they can potentially lead to a meaningful industrial role for Poland in some elements of
the design, development and deployment of a missile defense architecture in Europe. That,
in turn, could lead to industrial partnerships between leading U.S. and Polish defense
firms. However, much depends on how Poland shapes its industrial policy related to missile
defense, and whether it continues to rely on its existing defense offsets policy to provide
Polish companies with work, or focuses instead on obtaining greater technology transfer
and doing “noble work” onshore.

The F-16 Fighter Deal and Its Fallout

In 2002, the U.S. and Poland negotiated the sale of 48 F-16 Block 52 multirole fighters to
Poland at a cost of approximately $3.2 billion (including training and logistic support). This
was by far the largest defense sale to Poland in history, intended both as the centerpiece
of the Polish air force modernization and of a solidifying U.S.-Polish relationship in the
aftermath of September 11. Poland had issued a requirement for a new multirole fighter to
replace its aging MiGG-29s in 2001. The Polish Parliament (Sjem) passed a law in June 2001
specifying a requirement for 16 second-hand and 44 new fighter aircraft to be acquired
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by 2006: the cost was not to exceed 0.5 percent of Poland’s GDP per annum and an offset
agreement had to be reached within 45 days of contract award.

This proved overly optimistic as a corruption scandal forced the dismissal of the assistant
defense minister responsible for negotiating the sale. These circumstances, together with
budget constraints, placed the multirole fighter program in jeopardy. However, the new
Minister of Defense appointed in 2002 insisted the acquisition had to proceed due to the
rapidly deteriorating state of Poland’s existing inventory. An expert team from the MoND
and the Ministry of Economy was formed to draft the outline of an acceptable contracting
arrangement, and the Agency for Military Property was designated as the program man-
agement agency.

The urgency of the program was mitigated by the transfer of 22 refurbished MiG-29s
from Germany for the symbolic price of €1. This meant Poland would have 32 MiG-29s in
service, pending replacement by F-16. This allowed Poland to push back delivery for new
fighters from 2006 to 2008 and use a more deliberate acquisition process.

A MoND study indicated the MiG-29s were, in the long run, too expensive for Poland
to operate in the numbers needed to meet its operational requirements. But they did allow
the number of new multirole fighters to be reduced from 60 (new and used) to just 48 new
aircraft. The inter-ministerial commission then outlined an acquisition plan to cost $3.5
billion, but paid for outside of the normal defense budget, allowing defense expenditures to
remain stable at 1.95 percent of GDP.

A tender commission consisting of a 23-person evaluation committee was formed to eval-
uate offers using a point system for criteria that included cost, operational suitability, tacti-
cal and technical requirements, and offsets. Among the competitors were the Saab JAS.39
Gripen, the Dassault Mirage 2000, and the Lockheed Martin F-16 Block 52. Based on the
point system, the F-16 was declared the winner in December 2002. The Poles were particu-
larly impressed with the performance and interoperability of the F-16. Ultimately, however,
the deal was sealed on the basis of cost and financing arrangements. While the cost differ-
ential among the three bidders amounted to less than 10 percent, the creative offer by the
United States of a low-interest, 15-year loan for the entire $3.8 billion program ultimately
carried the day. Neither the British and Swedish governments backing the Gripen, nor the
French government backing the Mirage 2000, could match such generous terms.

The U.S. financial package was novel in nature—designed to work around the limita-
tions of existing U.S. rules. Specifically, the existing Export-Import Bank Program did not
cover defense sales and the Defense Export Loan Guarantee (DELG) Program did not
offer competitive financing. Thus, as an alternative, pursuant to Section 23 of the Arms
Export Control Act, the Bush Administration extended a loan to Poland directly from the
U.S. Treasury, which then allowed the Defense Security and Cooperation Agency (DSCA)
to ensure 100 percent of the loan (rather than just 85 percent under DELG). Congress
acquiesced to Poland’s desire to defer payments to the out-years by authorizing a 13-year
loan with principal payments deferred for eight years, at an interest rate of approximately 5
percent. Congress also authorized DSCA to reduce financing fees and to obtain a letter of
credit from a commercial bank to serve as a performance bond, in order to allow Poland to
meet the default subsidy requirements of the package. Finally, the deal allowed Poland to
“buy down” its debt by accelerating up-front payments.
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The final piece in the F-16 deal was the offset package. As discussed below, Polish law
requires 100 percent offsets for every substantial foreign defense sale, with direct offsets
at no less than 50 percent of the total offset commitment. For the F-16, this meant prime
contractor Lockheed Martin would have to meet an offset requirement of some $3.8 billion;
nearly $2 billion would have to be direct offsets to the Polish defense industry. This was
some 28 times greater than the next largest offset package to date (a $212 million commit-
ment by EADS for deliver of C-295M transport aircraft). Lockheed Martin submitted an
offset package valued at $9.8 billion (although the actual cash value would be much lower,
due to multipliers applied to calculate offset credits)—nominally three times the contract
value. Neither the Gripen nor the Mirage 2000 teams could meet these terms.

In short, through the combination of an attractive financing package and offsets, the
United States in effect made an offer on the F-16 that Poland “could not refuse.”

On the face of things, Poland scored a remarkable triumph in its negotiations for the
F-16— getting the aircraft on very attractive terms. Nonetheless, the F-16 deal has been
controversial in Poland and has generated considerable ill will toward the U.S. defense
industry. It is difficult for a U.S. observer to understand why. Lockheed and its subcontrac-
tors have been scrupulous in meeting not only the program’s cost and schedule require-
ments, but the onerous and complex offset commitments. The offset requirements are a
constant source of complaint among U.S. contractors involved in the program, largely due
to the opacity of the credit formula and the extensive bookkeeping it requires.

Discussions with both Polish government and U.S. industry representatives suggest the
Polish government oversold the benefits of the F-16 program to the Polish people. First,
the government created the impression that the offset commitment of $9.8 billion would
represent a real injection of $9.8 billion into the Polish economy (as opposed to the perhaps
$2.5-3.5 billion realized after taking credit multipliers into account). Second, there was a
perception this influx of cash would come either in the form of a lump sum, or at least front-
end loaded into the program, as opposed to amortized over a ten-year period. As one Polish
businessman put it, “We were told that the sky would open up and it would rain dollar bills.”
When this did not happen, there was widespread public disillusionment. Fortunately, this
does not extend to the Polish government, which is very happy with the performance of
Lockheed and its contractors, but it does point to the pitfalls of selling a program politically
based on factors such as offsets.’™

U.S.-Polish Areas of Contention

From the U.S. side of the ledger, offsets are the main item of contention with the Polish
government. U.S. companies find the offset law too rigid, too complex to administer (par-
ticularly for smaller companies), and too draconian in its penalties. This is fully discussed
in Section III below (section on offsets).

For the Poles, the situation is more complex. As noted above, Poland desires above all to
be treated with respect as a valued strategic partner—hence the importance of (presently)
symbolic gestures such as exemption from the Buy American Act. At the same time, Poland

** For an outstanding summary of the Polish F-16 decision, see B. Seguin, Why did Poland Choose the F-167 Occasional
Paper Series No. 11, George C. Marshall European Center for Security Studies, June 2007. Available at: http://
www.marshallcenter.org/mcpublicweb/en/component/content/article/43-cat-pubs-occ-papers/620-art-pubs-occ-
papers-11.html?directory=19.
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is keenly aware it is still a relatively poor country that depends on U.S. financial assistance
to meet its defense commitments. Its officials nevertheless feel that Poland, as a valuable
ally in the war on terror, deserves some degree of material recognition for its sacrifices
(which, according to some Polish officials, amount to more than $600 million expended on
operations in Iraq and Afghanistan). In return for this expenditure, which had taken funds
from its planned defense modernization, Poland would like to see a substantial increase in
its FMF allotment, certainly more than the relatively small $30 million it presently receives
per annum.

U.S. officials, for their part, think the United States has been more than generous, having
given Poland more than $220 million in grants since the mid-1990s. While Poland is a valuable
ally, they believe the United States must consider #// of its allies and commitments in the
allocation of scarce military aid resources.”” While constant complaints from Polish repre-
sentatives contribute to the “Poland Fatigue” described earlier, any friction in the relation-
ship was quickly covered over in the wake of the Russian invasion of Georgia.

Future Outlook

Although there will continue to be some frictions between the two countries, the United
States and Poland seem on course to create a “special relationship” in Central Europe. This
evolution reflects Poland’s perception of the United States as the ultimate guarantor of its
security, and the U.S. perception of Poland as a small, but utterly reliable, ally in the war on
terror. The Russian invasion of Georgia served to focus the minds of both countries’ leaders
on the core strategic elements of the relationship, which are laid out in the Declaration of
Strategic Cooperation, the missile defense agreement, and the pending reciprocal procure-
ment MOU. With these in place, the United States will continue to draw closer to Poland,
and Poland’s defense industry will become more closely aligned with that of the United
States, particularly if U.S. forces establish a permanent presence in Poland.

As for the United States, there is risk that Poland’s strong ties to the United States could
weaken if perceptions that the United States takes Poland for granted continue. Poland’s
alignment with the United States has cost it politically within the European Union. None-
theless, Poland remains a part of that Union and increasingly views it as the key to its future
economic prosperity. Although most Poles are presently in agreement that its security is
best served through a Transatlantic focus, there is a small but vocal minority that wants
closer integration with the nascent EU security system. Like the UK, Poland will likely
keep one foot strongly in each camp given its interests.

* This was borne out in conversations with both U.S. and Polish officials, but it is clear that these are widely held
views on both sides. See, e.g., B. Graham, “Poland Links Bid for U.S. Aid to Presence in Iraq,” The Washington Post,
Dec. 10, 2005, p. A-13.
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II1. Evaluation of Market Access Metrics

Access to the Polish defense market needs to be assessed in the context of a generally
favorable trade and investment climate in Poland. Poland has largely made the economic
and political transition to a Western democratic, market-based society and is becoming a
tully integrated member of the EU. While it still suffers from excessive bureaucracy and red
tape, a slow judicial system, and regulatory unpredictability, Poland has become a strong
trade and investment partner for other Western countries, including the United States.

Tariff Barriers

By and large, tariffs are not significant barriers between Poland and the United States,
although Poland is somewhat disadvantaged relative to other European countries studied.

Specifically, all of the countries studied are members of the World Trade Organization
(WTO) and thus must provide most-favored nation and national treatment to imported
goods from every other country included in the study. Although defense products are gen-
erally exempt from WTO rules governing tariffs and trade, the United States has entered
into reciprocal procurement MOUs with most of its European Allies that generally provide
duty-free treatment for imported defense products procured from the other country. Of the
European countries studied, however, Poland (along with Romania) stands out as a country
that has not yet entered into such an MOU with the United States. As noted above, however,
the United States is in the process of entering into such an MOU.

Thus, for now at least, U.S.-Polish defense trade (like U.S.-Romanian defense trade) is
somewhat more burdened than U.S. defense trade with the other European countries stud-
ied—although the applicable tariff rates are relatively low and not much of a trade impedi-
ment. Because of this distinction, Poland (together with Romania) has a lower score on tariff
barriers than the other countries examined.

Moreover, in any event, these MOUs do not apply to dual-use products and technologies
such as general aerospace systems that have both military and civil applications. Thus, as
more military programs rely on commercial off-the-shelf technology, this would tend to put
U.S. companies at a competitive disadvantage vis-2-vis European firms that get the benefit
of the lower intra-European rates that apply under EU rules unless specific exemptions are
negotiated on a bilateral basis.

Competition in Procurement

Polish Procurement Policy: Tabula Rasa

As noted, Poland has reformed its procurement system to comply with EU standards as it
gradually discarded its legacy Soviet system. The Polish Public Procurement Law requires
all “common use” goods to be awarded competitively, with very narrow exceptions. Arma-
ments are exempt from the law, and are instead subject to rules and regulations established
by the MoND. Thus, under Polish defense procurement rules and policies, most systems
and products must be competitively sourced and are open to the United States and other
Western European sources of supply.
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Figure 101 Poland—Legacy vs.
New Procurement

Source: Documental Solutions.

As Poland is seeking to modernize its armaments as rapidly as possible, its general policy
is to entertain proposals from whatever source offers the best prices or financing (including
offsets as discussed below). It should be recognized, however, that on major awards such as
the military fighter aircraft, the competitive landscape is shaped by political considerations
and the attractiveness of the financing and offset package offered.

Polish Procurement Practice: Understanding the Data

In practice, as shown below, the available data on Polish procurement awards in fact con-
firms that most Polish buying is on the basis of competitive awards of new systems with a
modest amount of sole source legacy buying from primarily Polish state-owned suppliers. The
Polish market also is very accessible to U.S. suppliers, which have a considerable market share.

* Polish Acquisition of Major Weapons Systems: The Prevalence of Competition.
As set forth on Table 47, a review of major Polish defense programs for 2006-2008
(i.e., those valued at $10 million or more a year during 2006-2008) shows that 87
percent were awarded competitively ($3.86 billion). Only 13 percent ($582 million)
were awarded on a sole source basis (see Figure 100).

* Sole Source Awards Are Mostly Legacy and Mostly Awarded to Polish Suppliers.
Poland made 92 percent of its legacy awards on a sole source basis (see Figure 102).
Not surprisingly, most sole source awards were made to government-owned Polish
suppliers. These contracts were primarily to upgrade or maintain legacy systems on
which they were the prime contractor and possibly the only available source of parts
and technical expertise. Some of these awards also are designed to sustain these
enterprises, which otherwise face a limited market for their products.
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Figure 102 Poland—Legacy Procure- Figure 103 Poland—New Procurement
ment by Award Type by Award Type
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* Limited Spending on Legacy Systems. However, as shown in Figure 101, only
some 8 percent ($370 million) of all spending from 2006-2008 was for legacy pro-
grams (i.e., older platforms in existence prior to 2006); a very large 92 percent
($4,625) of all awards were for new systems. This reflects the rapid replacement
of Soviet-era systems with new platforms. Poland, like Romania, therefore spends
relatively little on sustaining its old systems and applies most of its resources on
force modernization. Thus most of Poland’s large, expensive programs are new pro-
curements such as the F-16 Falcon, the Patria XC-360 APC and the MEKO 100
Frigate. This is in stark contrast to Western European countries studied, which
typically spend the majority or more on legacy platforms that remain in service for
many years.

* New Polish Buys Are Even More Competitive. As set forth on Figure 103, a
separate analysis of “new” Polish acquisition (i.e., programs started in 2006-2008)
shows even more competition—with more than 94 percent of all new awards ($3.8
billion) competed. Poland and Romania (in order) have the most competition in
new buying of all the European countries studied. The remaining “new” sales were
largely made sole source to state-owned enterprises.

* New Competitive Buys Are Clearly Open to U.S. and European Firms. Sig-
nificantly, we believe that most, if not all, of the new Polish competitive awards
were open to U.S. firms. Indeed, Figure 104 reflects that U.S. firms won 73 percent
($2.986 million), mostly as a result of “big ticket” programs such as the F-16 sale.
Polish national firms won 22 percent ($895 million) while other European firms
won 5 percent ($192 million). The degree of U.S. wins is substantially affected by
the large F-16 program, which accounts for a significant amount of the 73 percent
U.S. share. It remains to be seen if European firms will gain a larger share in time
as other products are procured. Given Poland’s strong ties with both the United
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Figure 104 Poland—New Competitive Figure 105 Poland—U.S. Wins by

Procurement by Supplier Award Type
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States and other European countries, one might expect somewhat more balance in
its defense buying in the future.

Market Share Data Confirms a Sizable U.S. and European Participation.
Indeed, as shown on Figure 106, U.S. firms have captured roughly 67 percent of a//
Polish major program markets in the last three years (by value), with Polish firms
accounting for 27 percent and firms from the rest of Europe combining for 6 per-
cent. U.S. firms Lockheed Martin and United Technologies respectively had signif-
icant shares (57 percent and 8 percent respectively) of Polish program awards over
recent years—both due to the large value of the F-16 sale. Thus, Poland plainly
does not exhibit any aversion to buying foreign systems. To the contrary, Poland is
seeking newer, advanced capabilities from Western nations. However, two things
should be recognized. First, the degree of U.S. competitive success partly reflects
the extent to which the United States has provided generous grants and financial
assistance. Second, the Polish offset law does result in considerable subcontract
work being directed toward Polish defense companies.

Polish Buys of U.S. Products Are Largely Through Competitive Awards.
Additionally, in contrast to Western Europe (where U.S. suppliers have traditionally
received significant sole source awards), the United States participation is largely
through competitive awards. As shown on Figure 105, approximately 98 percent of
U.S. suppliers’ awards in Poland were made competitively with only 2 percent made
on a sole source basis.

Virtually No European Cooperative Engagement. Finally, in contrast to West-
ern European nations, Poland has no participation to date in European cooperative
programs. This may change in the future as geopolitical and economic consider-
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Figure 106 Poland—Defense Market Share by Company
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ations drive Poland toward this approach, which has become a major element of
defense spending in Western Europe.

In sum, no matter how the data is evaluated, it shows a clear pattern of open and com-
petitive awards—with U.S. firms bidding and winning on a sustained basis—albeit with
significant financial aid that affords U.S. firms a competitive advantage.

Fair and Transparent Procurement Process

In general, the Polish defense procurement system is fair and transparent on paper but is
still a work in progress in actuality.

Poland, like other EU Member States, is a party to the WTO Agreement on Govern-
ment Procurement (GPA). However, its procurement of “warlike” goods is exempt from the
GPA’s coverage and, hence, only “non-warlike” goods are subject to the Agreement’s disci-
plines. Poland also adopted the EU Public Procurement Law as a condition of its accession
to the Union, but as is the case with most Member States, it deliberately exempted defense
procurement from the regulation in order to maintain freedom of action in defense indus-
trial policy.

The 2004 Polish Public Procurement Law explicitly excludes weapons system procure-
ment from the obligation to follow the existing EC Public Procurement Directive (this pre-
ceded the new EC Defense Procurement Directive). Indeed, for defense goods and services,
Poland has invoked Article 296 EC Treaty to opt out of the EU public procurement dis-
ciplines. In June 2006, Poland did adopt the voluntary EDA Code of Conduct on Defence
Procurement and appears to be trying to comply with its tenets, according to market par-
ticipants interviewed.
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The Polish law does, however, distinguish between “common use items” (clothing, food,
fuel, dual-use equipment, etc.), which must be procured under the EU regulations, and
weapons systems, which are procured through a system established by powers granted to
the MoND, particularly National Defense Decision 291. Under that decision, acquisition is
executed by the MoND’s Armed Forces Procurement Department for off-the-shelf items,
and by the Armament Policy Department in the case of developmental items. There are six
distinct ways of awarding military contracts under the new law:

* Tendering: If the object of the contract is generally available supplies or services of
fixed quality standards and there are more than two competitive bidders.

* Negotiations with several contractors

* When there is a need for consolidation or unification of equipment, but there are
several contractors able to fill the order

* For Research and Development (R&D) projects
¢ For contracts not subject to the EDA Code of Conduct on Defence Procurement
* Negotiations with a single contractor
* When there is only one viable provider of the product or service
* In case of an emergency, time-critical requirement
e When the value of the contract is less than €10,000
* Electronic auctions
* Foreign Military Sales
* NAMSA (NATO Maintenance and Supply Agency) contracts

The procurement system in practice therefore resembles that of most Western European
countries, although in many ways it still does not function adequately.

However, as noted above, administration of the system is hampered by a shortage of
trained acquisition program management personnel and a lack of adequate coordination
between government and industry. Lacking experience in Western-style acquisition man-
agement, Polish program managers often tend to take a mechanistic approach to regu-
lations, applying them “by the book” in cases where they should be waived or modified.
According to market participants, this tends to create friction with industry and delays in
delivering on various programs. Lack of coordination between the different government
agencies involved in defense procurement adds confusion to the process and sometimes
results in unrealistic requirements and expectations.

Further, this study team was told that in the case of those formerly owned state compa-
nies still doing defense work, a number seem to rely on cronyism to win contracts, accord-
ing to market participants; i.e., they use their contacts in the state-owned companies and
in the military/MoND to obtain work share in various programs, either as subcontractors
to the state companies or as offset partners with foreign prime contractors. This suggests a
climate is still in place in parts of industry that is not altogether in accord with competitive
market principles.
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In practice, both Polish and U.S. firms interviewed say that the government process in
competitive procurements is codified and reasonably open and transparent. American firms
reported that requests for procurement are even being made available in English in some
cases today. The process itself is considered to be acceptably transparent. Defense budgets,
acquisition plans and programs are public documents; procurement procedures are available
through government websites; and tenders and contract awards are posted on the EDA’s
Electronic Bulletin Board.

Domestic Content Requirements

Poland does not have any law or regulation analogous to the Buy American Act nor does
it normally include any explicit requirement for domestic content in its tenders. Regard-
less, Poland’s rigorous offset law (discussed below) pushes foreign companies into assigning
work share to domestic companies as the path of least resistance toward meeting offset
obligations. This has the net effect of mandating a high degree of domestic content in many
programs either through the manufacturing of components and subsystems, or in providing
life cycle support once the system is deployed.

Offsets and Fuste Retour

Offsets are perhaps the single most contentious element of the Polish defense acquisition
process. Founded in the Offset Act of 10 September 1999 as Amended in January 2007,
Poland requires a minimum of 100 percent offsets on all foreign military purchases worth
more than €5 million over a period of three years; at least 50 percent of the total offset must
be direct offsets for the Polish defense industry. Offset agreements must be signed between
the foreign supplier and the Ministry of Economy within 60 days of the contract award,
and the offset period cannot exceed ten years. Offsets are administered by the Ministry of
Economy, and parties are prohibited from withdrawing from the offset agreement—even if
the program is terminated at the discretion of the Polish government.

Offset credits are awarded on the basis of a formula embedded in the offset law. Gener-
ally, the nominal value of the offset transaction is multiplied by a factor ranging from 0.5
to 5.0, depending upon the nature of the arrangement and its perceived value to the defense
industry, as determined by the Offset Office of the Ministry of Economy. Most work share
arrangements are given a factor of 2-4, which makes work share the easiest and most eco-
nomical way for most defense companies to meet their obligation. Other types of offset
arrangements, particularly indirect offsets, often get bogged down in negotiations over the
factor to be applied, which most companies therefore try to avoid.

The U.S. Department of Commerce (DoC) annual report on offsets confirms the sig-
nificant role this practice plays in Poland. Indeed, offsets in Poland averaged 167.7 percent
of contract values in practice over the period 1993-2006 (calculated from data submitted
by the reporting U.S. firms of actual contracts and offset commitments).”® Among defense

¥ Offsets in Defense Trade, Twelfth Report to Congress, U.S. Department of Commerce (Dec. 2007), PDF p. 29,
report p. 2-13 (Table 2-5). Available at: http://www.bis.doc.gov/defenseindustrialbaseprograms/osies/offsets/final-
12th-offset-report-2007.pdf.
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purchasers, Poland also was one of the largest recipients of offset agreements (more than $6
billion in value over the same period).™

U.S. companies complain about the complexity of the bookkeeping needed to track off-
set credits, as well as the tendency of the Ministry of Economy to “lose” or miscalculate
credits. However, the most contentious element of the Offset Law is the penalty for non-
performance. Specifically, if a company fails to meet a specified offset commitment, it is
liable for 100 percent of that commitment, not merely the balance of the commitment that
remains unfulfilled. Thus, if a company has an offset commitment of $1 million, and it only
performs $900,000 of that commitment, it must pay a penalty of $1 million—not merely
the missing balance of $100,000 (as would be the case in most other countries).

Poland justifies its Offset Law as meeting the following objectives:
* Development of the Polish industry, especially the defense sector;
* Gaining access to new export markets or increasing current export potential;
* Transfer of new technologies;
* Development of research work in Polish universities and R&D centers;
* Creation of new jobs in Poland, particularly in areas of underemployment; and
* Creation of a knowledge-based economy.

Yet, even Polish government and industry representatives interviewed for this study noted that the
Offset Law as presently constituted does not further most of these objectives. In particular, they say,
it has failed to develop the Polish defense industry; it has not significantly bolstered Polish
export potential, it has not fostered the transfer of new technologies or created many new
jobs, or facilitated the creation of a knowledge-based economy. Rather, it has functioned
mainly to force most foreign suppliers to direct most of their offset work to existing state-
owned or controlled entities, which are in turn almost totally dependent on offset work for
their continued viability. Thus, the Offset Law, instead of creating new jobs, merely keeps
under-employed state workers at old ones; rather than transferring new technologies, it
keeps the Polish defense industry locked into old ones. As some observers have noted, this
form of offset keeps inefficient state-owned industries solvent at the price of strengthening
their dependence on Western defense companies both for work and for the kinds of technol-
ogy they can use.

In fact, government and industry representatives interviewed by the study team note that
the main function of the Offset Law in practice is to serve as a de facto domestic content law.
Ironically, however, the Offset Law does not in fact ensure that Polish industry obtains any
new technology or performs any “noble” production or R&D in the process.

The offsets on the F-16 program illustrate these issues. Lockheed Martin partnered with
PZL-Mielsc in a contract worth (initially) $200 million, and ETC-PZL is assisting L-3
Communications in setting up training facilities in Poland. For the most part, however,
Polish industry is reduced to “design-to-print” contracts on the program that offer little
opportunity for acquiring advanced technology or developing their own high-end products.
U.S. defense industry representatives indicated more innovative and creative offset packages

¥ Ibid., PDF p. 39, report p. 4-3 (Table 4-1). As noted, the F-16 program accounts for most of these offset agreements.
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that actually build up the Polish defense industry should be considered in future agreements
(e.g., those related to the missile defense agreement and future cooperative programs).

Although Polish officials, even in the Offset Office, recognize the problems inherent in
the current offset law, they cannot imagine how Polish defense companies could survive
without it. Nor do they believe they could repeal or substantially alter it in the present
political environment. In the long term, they realize that Poland needs to review and revise
its offset laws to make them more “user friendly” and realign them in a manner that actually
strengthens the Polish defense industry so that it can stand on its own feet as distinct from
being reliant on offset work for its survival.

Government Ownership

As noted above, a considerable portion of the Polish defense industry is now privately
held (with some firms having limited government ownership in some cases). The Polish
government is attempting to liquidate, convert, or sell all of its remaining defense indus-
tries, which are listed in Table 48. To that end, as discussed above, most of them have been
grouped under the Bumar holding company, which is supposed to prepare them for dispo-
sition in the next two years. Given controversies surrounding the management of Bumar,
the failure of most of its companies to effectively transition either to dual-use or civilian
production, and the lack of progress in modernization of plants and management, meeting
this timetable does not seem likely.

How long the Polish government will continue to support this remnant of the commu-
nist era is uncertain; every year these companies remain in state control is a year when the
revenues of their sale cannot be directed toward defense modernization. At the same time,
the large number of (relatively) high-paid, unionized workers in these enterprises makes
it politically difficult simply to let them fail. If, however, these firms do not manage to
reform themselves, it will be difficult to attract foreign buyers. The exception to the rule is
situations where the acquisition is structured as part of an offset package for a particularly
lucrative procurement, as was the case when EADS-CASA bought a 51 percent stake in
PZL- Warszawa as part of its C-295 transport contract.

Foreign Direct Investment

Poland generally has a favorable climate for foreign investment, and has attracted more
than $120 billion in FDI since 1990 (including $19.2 billion in 2006). According to the U.S.
DoC Foreign Commercial Service, the United States “is the fifth ranked foreign direct
investor in Poland, with nearly 13 percent of FDI, and almost $15 billion invested since
19907

Within this generally favorable climate, the defense sector does pose challenges for
potential Western investors—not because of Polish government policy but because of
the general unattractiveness of the state-owned firms (aging, obsolete facilities, too many
employees, unattractive capabilities, etc.). Indeed, Poland is actively soliciting foreign buy-
ers for its state-owned defense enterprises, but has had trouble attracting investors to these

* Doing Business In Poland: Country Commercial Guide 2008, p. 6, U.S. Foreign Commercial Service, U.S. Department
of Commerce. Available at: http://www.buyusainfo.net/docs/x_2387888.pdf.



482 ForTRrESSES AND ICEBERGS

Table 48 Current State-Owned or Controlled Defense Enterprises

Government
Share Other Shareholders
Company Percent (%) Percent (%) Notes
EADS PZL Warszawa-Okecie SA 18 EADS Military Transport— 77.21%; Aircraft manufacturer
PZL Employees—6%

ETC-PZL Aerospace Industries Sp.z.0.0 35 Environmental Aircraft simulators.

Tectonics Corp Government share held through
PZL Warszawa-Okiecie.

PZH Bumar Sp.z.0.0 100 Holding company for
underperforming state-owned
defense companies.

Zaklady Mechaniczne Bumar-Labedy SA Tanks and armored vehicles

Zaklady Mealowe (ZM) "Mesko" SA Missiles, munitions, and fuzes

Zakladay Mechaniczne Tarnow SA Electro-mechanical and
defense systems

Centrum Naukowo-produckcynie Defense electronics

Elektroniki Profesionalnei Radwar SA

Fabrika Broni Lucznik-Radom Sp.z.0.0 Defense electronics

Przemyslowo Centrm Optyki SA Optical systems

Przedsielorstowo Handlowo-uslaowo

Centrex Sp.z.0.0

Przedsielorstowo Sprzetu Ochronnego

Maskpol Sp.z.0.0

WSK PZL-Warsawa-Il SA Aircraft systems

Zaklady Produkcii Specialnei W Plonach

Zaklady Mealowe Krasnik Sp.z.0.0.

Fadroma-serwise-remonty Sp.z.0.0.

Buman Hoch-und-Teifban GmbH

Bumar Bauunternehmen GmbH

PZL Military Aircraft Works No.4 (WZL-4) 100 Aircraft engine maintenance
and overhaul

PZL Swidnik SA 63 Sikorsky Aircraft Helicopter manufacturer

Radmor SA 100 Radio and electronics
manufacturer

WSK PZL-Rzeszow SA 15 Pratt & Whtiney Aircraft and vehicle engine
manufacturer

Source: InfoBase Publishers, DACIS Companies Database.
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Table 49 Foreign Acquisitions of Polish Defense Enterprises (Millions of Dollars—$)

Date Buyer Bought Price  Revenues Notes

Sep 2007  Undisclosed PZL Swidnik SA NA 32.0 Government sold 37% stake in state
Investor aircraft company

Jan 2007  Sikorsky PZL Mielec 83.0 NA  Formerly Polish Government heicopter
Aircraft manufacturer

Apr2002 Pratt& WSK PZL Rzeszow SA 70.0 99.0 P&W bought 80% stake in Government-
Whtiney owned aero engine company

Oct2001 EADS-CASA  PZL Warszawa Okecie SA NA NA  EADS-CASA bough a 51% stake in a

Government-owned aircraf company as
part of a deal to purchase eight C.295
transports from CASA

Sep 2000  Environmental PZL Aerospace Industries 1.5 NA  Bought 95% stake in Government-owned
Tectonics manufacturer of aircraft simulators
May 1996 Coltec WSK PZL Krosno NA NA  Coltec Menasco boughta 73% share in a
Industries, Inc. Government-owned producer of aircraft
systems

Source: Defense Mergers and Acquisitions.

antiquated and under-producing companies. Foreign buyers do have to undergo review by
the MoND, the Ministry of Industry, the Ministry of Economy, and the Ministry of For-
eign Affairs, but in most cases this has been pro forma. Companies may have to pledge not
to immediately shut down a particular plant, or not to terminate certain critical programs
or production lines, and will have to agree to abide by the EU Code of Conduct and Best
Practices with regard to armaments production and transfer, but the overwhelming major-
ity of transactions are approved. These types of obligations can limit the potential buyers’
ability to achieve efficiencies and deploy businesses to their best use.

In short, the combination of circumstances—the potential obligations buyers face and
the limited technological attractiveness of many Polish firms—are likely to continue to
deter foreign defense firms from making significant acquisitions.

Not surprisingly, as shown on Table 49, there have been only a small number of foreign
acquisitions of Polish defense firms by both U.S. and European firms.

Ethics and Corruption

Poland, like most ex-communist countries, continues to face corruption problems
although the situation is improving. The World Bank’s worldwide governance indicators
show Poland at 59 percent for rule of law and 61.4 percent for control of corruption.” For
2007, Poland is rated the 61st country in the world on the Transparency International (TT)

*! See World Bank Governance Indicators, 1996-2007 (Country Data Report for Poland, 1996-2007). Available at:
http://www.buyusainfo.net/docs/x_2387888.pdf.



484 ForTRrESSES AND ICEBERGS

Corruption Perception Index—on the same level with Cuba, Kuwait and Tunisia, but bet-
ter than Bulgaria (64th) or Romania (69th).*”

Nonetheless, the situation is much improved over what it was in the early 1990s. Indeed,
Poland’s anti-corruption campaign was a necessary prerequisite for its admission to the
European Union. Anti-corruption laws are rigorous and apparently are applied vigorously
and uniformly without regard to faction or party. The problem is simply that bribery is so
ingrained it is impossible, overnight, to root out a common way of thinking. As one Polish
employee of a U.S. defense company put it, “[w]e are a people who have been conditioned
not to turn down an opportunity if one presents itself.”

Interestingly, U.S. companies do not seem directly affected by the atmosphere of cor-
ruption due largely to widespread knowledge of the Foreign Corrupt Practices Act and the
seriousness with which the United States enforces it. Since it is commonly known that U.S.
companies will not pay bribes and kickbacks, most people do not ask. With the Polish sup-
pliers and subcontractors of U.S. companies, however, it is a different matter. Also, foreign
firms from countries with more ambiguous attitudes toward foreign corrupt practices are
constantly approached. As for the Polish companies in U.S. supply chains, maintaining ethi-
cal practices is a constant struggle for U.S. prime contractors.

One effect of the anti-corruption campaign has been to erect artificial barriers between
government and industry representatives, who are eager to avoid even the appearance of
impropriety. Thus, there is less coordination between government and industry than is
common in the United States (let alone Western Europe) for fear of being accused of col-
lusion; this in turn creates unnecessary delays and misunderstanding in executing procure-
ment decisions and managing existing projects.

Because Poland is not an active player in international arms markets, there is little evi-
dence of Polish firms making bribes with respect to such sales. Poland is, however, a signa-
tory of the Convention on Combating Bribery of Foreign Public Officials in International
Business Transactions (OECD Anti-Bribery Convention), and has enacted implementing
legislation. TT’s recent progress report found, however, that Poland’s statute needs revision
to be effective (it does not confer liability on legal persons and does not clearly bar the tax
deductibility of foreign bribes). There also is no visible enforcement of the Poland anti-
bribery law; Poland has conducted no investigations to date of foreign bribery although
there was a parliamentary inquiry into alleged bribery with respect to an internal Polish
privatization.’”’

Export Controls

The Polish System

During the early 1990s, when Poland was rapidly liquidating its surplus armaments hold-
ings and no formal export control agency was yet in place, Poland developed a reputation

** Transparency International 2007 Corruption Perception Index, available at: http://www.transparency.org/policy_
research/surveys_indices/cpi/2007/regional _highlights_factsheets.

** F. Heimann and G. Dell, Progress Report 2008: Enforcement of the OECD Convention on Combating Bribery of Foreign
Public Officials in International Business Transactions, Transparency International (June 24, 2008), pp. 10, 21-22. Avail-
able at: http://www.transparency.org/news_room/in_focus/2008/oecd_report.
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for selling to dubious regimes or allowing arms shipments to be diverted to third parties. In
one known example, twenty T-55AM main battle tanks acquired by Yemen were diverted to
Sudan with the collusion of several Polish officials.

Since its admittance to the European Union, however, Poland has worked hard to clean
house and abide by international norms on arms transfers. In preparation for joining the
EU, Poland became a signatory to the EU Code of Conduct on Arms Exports, the EU Joint
Action on Small Arms and Light Weapons, the OSCE Criteria on Conventional Arms
Transfers, and the OSCE Document on Small Arms and Light Weapons.” Poland also
is a member of major multilateral export control regimes, including the Nuclear Suppli-
ers Group, the Australia Group, the Missile Technology Control Regime, the Wassenaar
Arrangement and the Chemical Weapons Convention. The core principles embodied in
these agreements have all been implemented in Polish national law.

The EC Transfers Directive recently adopted by the European Parliament is a further
step in aligning the policies of EU countries regarding intra-Community transfers and
simplifying procedures to permit such transfers among Member States and certified defense
companies. The focus of this EC Directive is intra-Community transfers and, thus, the
main beneficiaries of reduced barriers within the EU are European defense companies. It
is not at all clear that U.S. firms will be eligible for similar treatment; this is a matter for
national authorities to decide.

Under Polish law, export licenses for military and dual-use products and technology are
issued by the Department of Economy and Labor Department of Export Control. Poland
has stringent end-user certification requirements, particularly for small arms and muni-
tions, which constitute its primary export commodities. Since 2001, there have been no
major complaints or scandals involving Polish arms exports, which, considering the culture
of corruption in the country as a whole, is a remarkable achievement.

In contrast to the consensus in most other European countries, Poland has no major
complaints about U.S. technology transfer regulations, including U.S. International Traf-
fic in Arms Regulations. This may be attributed to the fact that Poland exports relatively
few defense products with U.S. components or subsystems and also has little cooperative
engagement with U.S. firms in advanced technology areas. As Poland becomes more deeply
involved in U.S. programs as a partner, as opposed to just a customer, and develops an
advanced defense industrial base that can be competitive in global markets, this attitude
may change and its reliance on U.S. systems and products may encounter more resistance.

Intellectual Property Protection

Poland adheres to the major multilateral intellectual property (IP) regimes, including: (i)
the WTO Agreement on Trade-Related Aspects of Intellectual Property Rights (T RIPS),
which provides core IP protection and enforcement rights (including for trade secrets); (ii)
the Paris Convention for the Protection of Industrial Property, covering patents, trade-
marks and industrial designs; (iii) the Patent Cooperation Treaty, protecting patents; (iv)
the Berne Convention, covering copyrights; (v) the Madrid Protocol, covering trademarks;
and (vi) the World Intellectual Property Organization.

** Details on Polish membership and OSCE activities are available at: http://www.osce.org/about/1313Lhtml.
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Poland enacted a new Intellectual Property Law in June 2000, which replaced four previ-
ous laws covering different aspects of intellectual property (Inventive Activity; Trademarks;
Integrated Circuit Patents; and the Patent Office). The new law regulates the protection of
inventions by patents and utility models; Polish patent attorneys must represent foreign appli-
cants. Polish law also is compliant with all EU regulations regarding intellectual properties.

Through its new law and other steps, Poland has taken major steps in improving its pro-
tection of intellectual property rights. As the U.S. Foreign Commerce Service notes, “Pol-
ish authorities have made significant progress in recent years, but the piracy of intellectual
property remains a significant problem and Poland remains on the lower level of the U.S.
Trade Representative ‘Watch’ List.”*” Indeed, software piracy remains an endemic problem
in Poland as it does throughout Central and Eastern Europe. According to some sources,
the piracy rate today approaches 50 percent, which is a considerable improvement over the
71 percent rate reported in 1996. Software piracy will continue to be a problem until the
general culture of corruption in Poland abates through the building of robust civil institu-
tions with a high level of social trust.

This study did not uncover any expressions of concern by U.S. defense companies that
Poland has not recognized U.S. intellectual property rights or allowed U.S. firms to protect
their own background intellectual property.

Technical Standards

Poland is a party to the WTO’s Technical Barriers to Trade Agreement, which prohibits
discrimination and seeks to ensure that regulations, standards, testing and certification pro-
cedures do not create obstacles to trade. However, every country has the right to adopt
those regulatory standards it considers appropriate in areas concerning national security.
Thus, Poland has the discretion to, and has put in place, its own specific technical standards
for defense products that could in theory serve as a non-tariff barrier to competing foreign
products.

Given Poland’s desire for full NATO interoperability, Poland’s military systems and
products are closely tied to NATO Standardization Agreements where these exist and EU
standards as well. As discussed in Chapter 5, there is some prospect of increased risk that an
eventual EU set of standards might become disguised market access barriers—but there is
no indication that this is a policy result sought by Poland.

Subject to this general caveat, in the course of this study, we did not learn of any specific
situations involving Poland where technical standards were used as non-tariff barriers to
protect domestic producers and markets against foreign defense products.

5 Doing Business In Poland: Country Commercial Guide 2008, p. 30, U.S. Foreign Commercial Service, U.S. Department
of Commerce. Available at: http://www.buyusainfo.net/docs/x_2387888.pdf.



Chapter 11

Accessing the Romanian Defense Market

All of the former communist countries of Central and Eastern Europe face difficult
challenges making the transformation to liberal democratic government and free-market
economics. While Romania has advanced at a slower pace than others, it has made con-
siderable progress recently. One of the poorest countries in Europe,” Romania’s develop-
ment has been hindered not only by the usual problems of inefficient and undercapitalized
state industries, endemic graft and corruption, and weak social institutions, but also by
the unique legacy of political and financial mismanagement left by the regime of Nicolae
Ceaucescu.

Economically and militarily, Ceaucescu pursued a policy of autonomy and centralized
control. Ceaucescu’s policies required Romania to maintain very large armed forces and to
develop design and production capabilities for the full range of military systems, from small
arms and ammunition to tanks and armored vehicles to combat aircraft and missiles. By the
end of the communist era in 1989, Romania maintained a military force of some 300,000
men and an arms industry that employed more than 200,000 people —all with a population
of just 23 million. To sustain this military establishment, Romania became Europe’s fourth
largest arms exporter — often providing weapons to rogue states and outlaw regimes unable
to procure them elsewhere.

After Ceaucescu, a series of democratically elected governments attempted to implement
free-market reforms, including large-scale privatization of state-owned industries. These
reforms were generally successful over time (with fits and starts) but caused severe unem-
ployment and social disruption. However, the defense industry was generally exempted
from these reforms. Hence, the privatization of the defense sector has proceeded at a much
slower rate; a large number of defense companies are still either owned or controlled by the
Romanian government today.

To counteract unemployment and promote economic growth, the post-Ceaucescu gov-
ernment followed a policy of low interest and tax rates, which succeeded in attracting large
amounts of foreign direct investment, but which also generated very high rates of inflation.
Inflation peaked at 45 percent in 2000, but austerity programs and currency reform (the
New Leu) have reduced inflation to a still high but manageable 6.9 percent. As a result of its
low tax burden and investment-friendly environment, Romania has experienced economic
growth averaging close to 5 percent since 2001.”

Unfortunately, however, this growth is slowing to a halt as the financial crisis has hit
Romania particularly hard; its government credit position eroded and its ability to meet its
financing needs grew imperiled. On March 25, 2009, Romania secured €20 billion in emer-
gency loans to the International Monetary Fund (€12.95 billion), the European Union
(€5 billion), the World Bank (€1 billion) and European Bank for Reconstruction and Devel-

¥ Per capita GDP $9,045 in 2006, according to the United Nations Development Program.

*7 Though inflation is apparently under control, Romania runs a high current accounts deficit, which could interfere
with its plans to join the Eurozone.
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opment (up to €1 billion over two years). The IMF has said this will aid Romania in prepar-
ing to enter the Eurozone.”

Since the overthrow of Ceaucescu, Romania has sought closer security and economic ties
with the West, and in particular with the United States, which Romania views as the ulti-
mate guarantor of peace and stability in Europe. Romania was the first country to sign onto
the North Atlantic Treaty Organization (NATO) Partnership for Peace program in 1994,
joined NATO itself in 2004, and has participated in NATO exercises and peacekeeping
operations ever since, including operations in the Balkans. Romania was a member of the
U.S.-led coalition in Iraq, sending some 850 troops to fight alongside U.S. forces. Similarly,
Romania became a member of the EU in January 2007 —which required it to bring its laws
into compliance with EU standards.

Romania’s relationship with the United States is close, but is not on the same plane as
the U.S. relationship with Poland. Romania at present has only a limited armaments rela-
tionship with the United States. There is no U.S.-Romanian reciprocal defense procure-
ment Memorandum of Understanding (MOU) in place to provide national treatment or the
equivalent in acquisitions, and no Declaration of Principles (DoP) fostering closer defense
industrial cooperation. (The United States has had reciprocal defense procurement MOUs
in place with all of the other countries studied except for Poland, which is being negotiated
now.) While Romania would like to elevate its relationship with the United States to that
level, the United States has not yet been ready to take these steps.

Romania’s relationship with the EU is somewhat more ambivalent. Romania has clearly
benefited from its membership in the EU (particularly access to European capital markets
and EU development funds). Also, the Romanian government and military view the EU as
the emerging center of gravity in European security affairs. However, there is widespread
doubt about the ability of Brussels to provide real security for Romania, particularly against
a resurgent Russia. Hence, there is a continuing preference for closer ties to NATO and the
United States. Further, there is some resentment of European Commission (EC) directives
and initiatives, which Romania tends to follow when it sees tangible advantages and treat
less favorably whenever these seem to clash with Romanian preferences.

Since 2005, Romania has been attempting to modernize its armed forces and bring them
up to NATO standards for capability and interoperability. Intended to develop a “modern,
fully flexible, deployable, sustainable military structure capable of conducting a wide range
of missions on both national territory and abroad,”” the Romanian armed forces transfor-
mation plan has three stages culminating in full integration into NATO and the EU.

However, Romania’s economic and budgetary environment will make it challenging for
Romania to execute its force transformation plan. While growing at a robust pace in recent
years, growth and credit are extraordinarily challenged now. Even in the best economic
times, Romania’s economy is small in absolute terms with a total defense budget of just
$3 billion (2.1 percent of gross domestic product (GDP)). With substantial portions of the
defense budget dedicated to personnel costs (59 percent) and operations and maintenance

* BBC News, “Romania Gets IMF Emergency Loan,” March 25, 2009. Available at: http://news.bbc.co.uk/2/hi/busi-
ness/7962897.stm.

*” “Romanian Defense Policy,” Black Sea Defense and Aerospace Exhibition and Conference (BSDA)-2008, Romaero
(Bucharest), 2008.
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(O&M) costs (22 percent), only 19 percent (about $570 million) is available for “investment”
(procurement plus research and technology).*

Despite this austere budgetary environment, Romania has an extremely ambitious long-
term procurement plan, focused on six “Strategic Programs” equally divided among the
Army, Navy and Air Force, pointing to a political compromise ensuring each Service its fair
share of the acquisition budget. However, as all six programs are intended to run concur-
rently, the total annual cost of these six programs alone is likely to exceed the total Roma-
nian defense budget by more than $1 billion per year. Thus, Romania will need to make
hard choices as its plan moves forward.

Additionally, there is a strategic disconnect between Romania’s long-term defense strat-
egy (focused on expeditionary, out-of-area low intensity conflicts) and its strategic acquisi-
tion programs, which are focused on larger systems suited to conventional warfare. More
investment is needed in areas like logistics infrastructure and strategic transport systems
for Romania to reposition its forces for the low intensity missions it is likely to face in the
future. The 2008 Russian invasion of Georgia is causing a reassessment of security needs
throughout Central and Eastern Europe, which could lead to a shift in emphasis from expe-
ditionary operations to territorial defense; if this happens, the six strategic programs may
gain new relevance.

Within this strategic, budgetary and acquisition context, Romania has reshaped and
reformed both the demand and the supply elements of its defense market.

On the demand side, Romania has benefited from a “clean slate,” discarding its Soviet-
era acquisition system and implementing wide-ranging reforms of the defense procure-
ment process based on U.S. standards and processes (including personnel sent to the United
States for training). However, Romanian Ministry of National Defence (MoND) lack of
experience and resources has inhibited its ability to manage programs effectively.

Romania’s new acquisition policy is based on a modern model of competitive and open
procurement. Because Romania, like Poland, has discarded most of its legacy Soviet-era
armaments systems, Romania makes fewer sole source purchases of legacy systems than any
country in Western Europe. Most Romanian defense contracts are for new programs and
are awarded through free and open competition. Moreover, the Romanian market is not
only competitive but also largely open to U.S. and other foreign companies due to the need
to modernize Romanian forces as quickly as possible and to bring them into compliance

with NATO standards.

With its domestic defense industry unable to meet those requirements, Romania is not
only willing, it actually has little choice but to buy equipment from other countries, prefer-
ably the United States. However, it prefers arrangements whereby systems are either co-
produced or assembled in Romania. Available data reflects these realities and shows that
U.S. and other European firms have won a significant share of competitive awards in Roma-
nia. The availability of attractive financing packages also has proven to give a significant
competitive advantage to the United States.

Despite this relatively open environment for U.S. firms, Romania does offer other sig-
nificant challenges to potential defense market participants. Like Poland, Romania relies
heavily on offsets in defense contracts—with some of the highest offset rates in Europe.

400

Fane’s Sentinel, Country Risk Assessment-Balkans, 2008. Available at: http://www.janes.com/articles/indepth/balk.html.
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Romania’s offset policies are regarded by Western companies as complex and somewhat
capricious in their application. Because they do not facilitate technology transfer or “noble
work” for Romanian companies, they also are viewed as counterproductive in the long run
for Romanian industry.

Corruption remains a pervasive problem in Romanian society, where bribery is common-
place and accepted as a cost of doing business. Although the government has enacted many
reforms to bring greater transparency to the public sector, the situation is only modestly
better than it was five years ago. Hence, corruption and complex bureaucracy are key factors
that limit the effectiveness of its reforms in the defense and other sectors of the economy.

Finally, Romania’s relative attractiveness to foreign investors in recent years does not
seem to extend to the defense industry—or at least the state-owned element of it. Privati-
zation of the remaining state-owned defense companies is lagging badly behind the priva-
tization of the civil and commercial sectors due mainly to the unwillingness of potential
Western buyers to pay the prices sought by the Romanian government. Romania must
either lower its expectations with regard to price or invest capital to make the companies
more attractive to foreign buyers. It appears these companies will remain in state hands for
the foreseeable future despite ambitious plans for divestiture.

I. Market Background

A. The Legacy of Ceaucescu

The effect of Ceaucescu’s rule on the social and economic fabric of Romania cannot
be overstated. Even today, 19 years after his overthrow and execution, it is impossible to
escape visible reminders of his megalomania and systematic misrule. After coming to power
in 1965, Ceaucescu broke with the Soviet Union over the 1968 invasion of Czechoslova-
kia and withdrew from active participation in the Warsaw Pact. Ceaucescu developed an
independent foreign policy that actively courted Western support through participation
in European Community economic agreements. While this won him the label of “liberal
reformer” in some Western circles, Ceaucescu’s regime became more repressive and Stalin-
ist over time.

In the 1970s, Ceaucescu adopted a policy of “systematization” requiring Romania to
develop a high degree of autonomy in all sectors of its economy."”" To pay for this develop-
ment, Ceaucescu leveraged his position as a communist “maverick” to borrow more than
$13 billion from Western governments and banks. Repaying the interest on these loans
had a devastating effect on the Romanian economy. In the 1980s, Ceaucescu passed laws
to prevent Romania from incurring foreign debt, which effectively meant plunging much
of the population into deep poverty.*”” Together with the lack of social trust engendered by

! Marked by large-scale demolition of towns and villages, the forced resettlement of populations and construction of
“model settlements” designed around Ceaucescu’s own theories, the policy was punctuated by a series of gargantuan
public works programs (the Casa Poporului or People’s House in Bucharest is the most infamous) that were monu-
ments to Ceaucescu’s growing megalomania. Ceaucescu enforced his policies through intimidation by the secret
police (Securitate), which had extensive networks of informants.

*” The problem was exacerbated by Ceaucescu’s 1966 law to increase the population and punish sterility. This boosted
the population from 19 million in 1966 to 23.2 million in 1989, without a concomitant expansion of the economy.
Romania’s population has since declined to about 22 million, due to reductions in birthrate and substantial out-
migration since the 1990s.
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Ceaucescu’s police state, the endemic corruption fostered by his economic mismanagement
may prove to be the most lasting legacy of his misrule, affecting wide swaths of political and
economic life.

Effect of Ceaucescu’s Independent Defense Policies

Ceaucescu’s foreign policy required a very large military to deter Soviet intervention
and preserve his independence of action. A large military also became a matter of prestige,
a sign of Romania’s success that generated international respect. Thus, by 1989, the Roma-
nian military numbered some 300,000 men under arms (475,000 at full mobilization). This
force included more than 1,700 tanks, 500+ combat aircraft, 3,000 surface-to-air missiles,
six corvettes and numerous smaller naval vessels. The army consisted of no fewer than two
tank divisions, seven motorized rifle divisions, two mountain infantry brigades, and an air-
borne brigade.

This force was maintained by universal conscription (with the exception of the air force,
where some two-thirds of personnel were long-term professionals), still generally organized
and trained along Soviet lines. Political reliability ranked higher than did competence in
the selection of officers, and overall tactical proficiency was rated low by Western analysts,
though there were some exceptions, such as the air force.

The Shape of the Romanian Defense Industry

Ceaucescu’s break with the Soviet Union meant Romania could no longer depend on its
traditional source of armaments, and most especially for spare parts and technical support
to keep its existing inventory in operation. Romania thus had to look to alternative sources
of supply. Though some equipment was procured from Western sources (notably helicopters
and light transport aircraft), Ceaucescu was determined to make Romania autonomous in
armaments production. In April 1968, he publicly announced that development of a domes-
tic arms industry was a national priority. By 1985, Romania met more than 70 percent of its
armaments requirements from domestic sources. By the end of the communist era in 1989,
the Romanian arms industry directly employed more than 200,000 people —almost 1 per-
cent of the total population.*”

At first, Romania’s state armaments factories focused mainly on manufacturing those
Soviet systems already licensed for production in Romania. These included the TAB-72, a
modified version of the BTR-60 wheeled armored personnel carrier (APC); the TAB-77, a
modified version of the BTR-70 APC; the TAB-C, a variant of the BRDM scout car; and
the M77 main battle tank. Romania also began producing copies of obsolescent Soviet com-
bat aircraft, including the MiG-15 and MiG-21 (Romania later received small numbers of
MiG-23 and MiG-29 fighters from the USSR), and began producing indigenously designed
trainers and light attack aircraft such as the IAR-93 Jurao. From the mid-1980s, the Roma-
nian shipbuilding industry also designed and produced six light frigates, numerous torpedo
boats, mine sweepers and riverine vessels (for the Danube flotilla).

Romania thus had a broad-spectrum defense industry capable of meeting most of its
defense needs, and by the end of the communist era certainly had the ability to develop and

**S. Vaknin, “Romania’s Private Defense,” Global Politician, Feb. 2007. Available at: http://www.globalpolitician.
com/22481-romania.
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produce its own indigenous designs. However, the industry was hampered by an impover-
ished technology base— cut off from the latest in both Soviet and Western designs. Roma-
nian designs were little more than refined versions of increasingly obsolete Soviet systems.
In addition, the defense industry was plagued by the inefficiencies that characterized the
entire Romanian economy under Ceaucescu: parts and materials were increasingly difficult
to obtain, quality control was wildly uneven, and aging factories were overstaffed and had
low productivity.

Romanian Defense Exports Under Ceaucescu

Both to sustain the outsized Romanian military establishment, and to pay off its massive
foreign debt, Ceaucescu became Europe’s fourth largest arms exporter (ninth globally),
with exports averaging some $620 million per year by the mid-1980s (about 5-6 percent of
total Romanian exports).** Aside from small arms, Romanian armaments were generally
inferior to those available from other sources, which limited Romanian customers to coun-
tries unable or unwilling to buy weapons elsewhere. Key customers included Iraq, Libya,
North Korea, Algeria, Angola and Ethiopia, as well as various guerrilla and separatist orga-
nizations supported by Ceaucescu.”” However, as Romanian arms fell further behind the
technology curve (and international tensions began to ease with the adoption of Glasnost in
the USSR), export sales began to decline, falling to about $250 million per year by the end
of the 1980s. The arms industry ceased to be a source of hard currency and became a drag
on the Romanian economy.

B. Post-Communist Developments

After the fall of Ceaucescu in December 1989, the provisional National Salvation Front
government attempted to implement multiparty democratic government and free-market
economic reforms. Widespread social unrest, culminating in deadly riots in Bucharest in
June 1990, resulted in the National Salvation Front and led to the development of several
major political parties, including the Social Democratic Party, the Democratic Party, and
the Alliance for Romania. There are also numerous minor parties, including the Conserva-
tive Party and the Hungarian Party.

Since 1990, there have been several peaceful, democratic transitions of government, with
one of the major parties ruling either on its own or in coalition with minor parties. Although
the major parties each have different constituencies and diverging domestic policies, there is
a consensus among them on foreign policy and national security, which is founded on closer
cooperation and integration with the West—the cornerstones of which are membership in

NATO and the EU.

NATO Membership

Romania views NATO as the foundation of its security in post-communist Europe, as
well as the framework around which it must structure its military transformation. To this

** Stockholm International Peace Research Institute (SIPRI) data.

* Romania also traded weapons to Middle Eastern countries in exchange for oil, to supplement the declining produc-
tion of its Ploesti oil fields and to develop a source of oil independent of the USSR.
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end, Romania became the first member of the NATO Partnership for Peace. As the Roma-
nian Military Strategy stated in 2003:

The system of partnership is currently the best way to prepare the Romanian
Armed Forces for integration into a collective security environment. We will
actively develop our military relations with the member states, using mainly
the opportunities offered by the Partnership for Peace, the strategic partner-
ship with USA and by the special partnerships developed with United Kingdom,
Germany, France and Italy. Besides, we shall enhance bilateral cooperation with
candidate countries for NATO membership and with the other states capable of
supporting our efforts to join the North Atlantic Alliance. With bilateral and
multilateral cooperation, our Armed Forces will participate in Combined Joint
Task Force exercises and multinational peace support operations. First, we shall
contribute with units nominated for peacekeeping, support and service support,
and with officers who are experts in civil military relations.*”

Romania made good on this commitment, participating in a host of NATO operations
despite strong domestic opposition, including implementation force (IFOR) and stabiliza-
tion force (SFOR) operations in Bosnia and NATO operations in Kosovo. Romania was
one of the “Coalition of the Willing,” providing troops for Operation Iraqi Freedom and
the subsequent occupation of Iraq in 2003. At the peak of its involvement, Romania had
more than 850 troops in Iraq,"” including infantry, engineer, intelligence and medical
units. Romania also contributed forces to Operation Enduring Freedom in Afghanistan and
maintains a contingent of some 570 in that country under the command of the International
Security Assistance Force (ISAF). More recently, Romania withdrew it 500 peacekeeping
troops from Iraq at the end of 2008 while some additional military personnel will continue
to work in an advisory capacity in Iraq through 2009.*"

Because of Romania’s cooperation with the United States in the war on terror, the United
States became a forceful sponsor of full NATO membership for Romania at the 2002
Prague Summit—at which Romania was formally invited to join the Alliance. Romania
moved rapidly to bring its command, control and communications systems into compliance
with NATO standards, assisted by generous loans and grants from the United States and
other NATO Allies. Having met the prerequisites, Romania was granted full membership
in March 2004.*”

Since then, Romania has been a full participant in NATO joint planning processes and
has accepted NATO force commitments, which form the basis for Romania’s long-term
defense transformation plan. Recognition of Romania’s place in the Alliance was signified
by the hosting of the NATO Summit Meeting in Bucharest in April 2008.

Y Ministerul Aparari (Ministry of National Defence), Military Strategy (Bucharest) 2003. Available at: http://english.
mapn.ro.

*7 Equivalent to some 11,500 U.S. troops on a per capita basis.

4% “Romanian minister says 500 troops to leave Iraq,” AOL (Nov. 7 2008). Available at: http://www.aol.co.nz/celebrity/
story/Romanian-minister-says-500-troops-to-leave-Iraq/1253141/index.html

*” Bulgaria, Estonia, Latvia, Lithuania and Slovakia also joined the Alliance at this time.
* Bulgaria, E , Latvia, Lith d Slovakia also j d the All h
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EU Membership and Its Effects

While integration into NATO was seen as essential to Romania’s long-term security,
integration into the EU was seen as necessary for its long-term economic growth and sta-
bility. Romania considers itself a European country, with a western outlook and its closest
ties with its European neighbors. In the words of Teodor Melescanu, current Minister of
Defense and a former Minister of Foreign Affairs,

As a Central European country where institutions, political culture and eco-
nomic life have been—except for the Cold War years—an intrinsic part of
Western European democracy, Romania’s desire to become a member of the EU
(and other European and Euro-Atlantic institutions) is a natural one.*’

After the fall of Ceaucescu, Romania immediately began taking steps for entry into the
EU. This required extensive internal reform, particularly in areas of finance, transparency
in government, and the suppression of corruption and organized crime. Romanian offi-
cials saw EU integration, and particularly the need to harmonize Romanian laws with EU
regulations, as a critical tool for reforming Romanian society, the economy and the gov-
ernment.""

The EU accession process, however, was long and difficult, due to insufficient funds, a
shortage of trained staff, lack of expertise in EU law and regulations, general government
inexperience and inefficiency, an obsolete mindset, and a confused and over-stretched legal
system.”” Gradually, Romanian national law was brought into conformity with EU laws, as
seen, for example, in the new Romanian copyright law of March 1996, modeled directly on
the EU law and considered “one of the most modern [copyright] laws in Europe” because it
was the first to include all relevant EC Directives.*’

After a long process of internal reform, Romania (together with Bulgaria) was formally
approved for EU membership on September 26, 2006, with accession on January 1, 2007.
However, significant conditions were attached to the decision. The EU Report noted that
both countries still fell short of Western standards in many areas, and economic assistance
was conditional upon further progress in suppressing corruption and organized crime,
improving the administration of justice, and improving food and aviation safety standards.
Romanian and Bulgarian workers would also be restricted in their ability to work in other
European countries, particularly Great Britain, Sweden and Ireland, which absorbed a mas-
sive inflow of workers from Central Europe during the 2004 expansion of the EU.

Membership in the EU has generally been beneficial to Romania. As noted, the need to
harmonize Romanian and EU laws, regulations and standards has been an engine driving
internal reforms. Access to EU development funds has assisted in the reconstruction of

#0T. Melescanu, “The Accession to the European Union: the Fundamental Option for Romanian’s Foreign Policy,”
Romanian Journal of International Affairs, Vol. 2 No. 4 (1996). M.. Ram, “Romania’s Reform Through European Inte-
gration: The Domestic Effects of European Union Law,” Harvard Kennedy School of Government (Cambridge,
MA). Available at: http://www.hks.harvard.edu/kokkalis/GSW1/GSW1/20 Ram.pdf.

#'' M. Ram, “Romania’s Reform Through European Integration: The Domestic Effects of European Union Law,”
Harvard Kennedy School of Government (Cambridge, MA). Available at: http://www.hks.harvard.edu/kokkalis/
GSW1/GSW1/20 Ram.pdf.

2 Tbid.
* Tbid.
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Romania’s ravaged infrastructure, and membership in the EU’s free trade zone has facili-
tated trade with other Member States. Romanians generally have a positive view of the
EU, but there are several points of friction. Specifically, Romania’s fiscal policies of low
taxation and easy credit, which have made it a leading destination for foreign direct invest-
ment (FDI), have raised issues. With a skilled workforce, low labor rates and a 16 percent
flat tax for individuals and corporations, Romania attracted some $12 billion in FDI during
2006, up some 600 percent since 2000. While effective in boosting the Romanian economy,
this policy has put Romania at odds with other members of the EU— primarily high-tax-,
high-labor-rate states like France and Germany, which are being placed at a competitive
disadvantage (and which thus support efforts at “tax harmonization”).

Romanian fiscal policies have also jeopardized Romania’s objective of joining the Euro-
zone by 2010 due to failure to meet Maastricht Treaty convergence criteria. The Treaty
requires Member States to limit inflation to 3 percent per year. At present, Romania’s infla-
tion rate is 6.5 percent, projected to fall to 5 percent in 2010, causing many analysts to
believe that Romania’s transition to the Euro will not occur before 2014 or thereabouts.

As noted at the outset, the recent financial crisis and Romania’s need for emergency
financing to maintain its solvency has created significant uncertainty over the future of
its economy. Given these circumstances and Romanian desires to enter the Eurozone, the
future of “easy credit” and low taxation in Romania remain to be seen.

Romanian officials interviewed concur with the view that the EU is emerging as the new
center of gravity for European defense and security affairs. However, they do not see the
EU coordinating effectively either with NATO or the Member States in this area. There
is a strong belief among Romanian military officials that the EU simply lacks the resources
and political will to provide effective defense for Romania against foreign threats (Rus-
sia not the least). Thus, they wish to maintain a strong NATO alliance and close bilateral
relations with the United States. At the same time, they want a place at the table when the
EU discusses defense and security policy, and thus have been active participants in two EU
Battle Groups—the Balkans Battle Group (with Greece, Bulgaria, Cyprus and Romania)
and the Italo-Romanian-Turkish Battle Group.

Romania has adopted the European Defence Agency (EDA) Code of Conduct on defense
procurement. While Romania is not actively opposing the new EC Defense Package, Roma-
nian officials are extremely skeptical of it. They fear that the new EC Defense Procurement
Directive will inhibit Romania’s ability to use Article 296 of the Treaty Establishing the
European Community to protect its vulnerable defense companies. There are also fears
that these and future EU initiatives will interfere with the Romanian Offset Law, which is
seen as essential to balancing defense trade and providing work share for Romanian defense
companies.

C. Reconciling Romania’s Limited Defense Budget With its Strategic,
Force Transformation and Acquisition Needs

Romania spends between 2.1 and 2.4 percent of its GDP on defense, which is greater than
the NATO requirement of 2 percent and better than the European NATO average of 1.9
percent. However, the Romanian economy at this point is so small that this amounts only
to some $3 billion per year, as shown in Figure 107. Given the IMF’s very modest March
2009 projection for economic growth for Romania of -1 to -1.5 percent a year, the outlook
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Figure 107 Romanian Defense Expenditure, 2002-2007 (Billions of Dollars—$)
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for increased budgets is relatively grim.** Higher budgets are likely only if Romania could
return to the type of sustained economic growth it enjoyed in recent years—which is not
likely in the short term.

Romania’s dilemma is reconciling its limited defense budget with its extensive strategic,
force transformation, and acquisition requirements.

Defense Budget Insufficiency and the Need for Foreign Military Assistance

It has been estimated that meeting Romania’s immediate requirements for complete
NATO interoperability—a strategic imperative—would require an expenditure of perhaps
$4.5 billion per year for 3 to 5 years—as much as the total defense budget. The situation is
much more difficult, however, because Romania has had to allocate about 59 percent of its
defense budget to personnel expenditures, a result of the end of conscription, the need to
provide support services and pensions for separated officers, and the need to raise salaries
and living conditions for the new volunteer force. Once O&M expenditures are deducted,
only about 19 percent of the budget is available for investment in new equipment—little
more than $570 million per year.

"% China View—Business, March 19,2009. Available at: http://news.xinhuanet.com/english/2009-03/19/content_11032902.
htm. The IMF’s report said the Romanian budget deficit might be higher than 4 percent of the GDP, significantly
above the 3 percent Maastricht Treaty threshold, according to Mihai Tanasescu, a former Finance Minister from
Dec. 2000 to Dec. 2004.
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Romania therefore is heavily dependent upon foreign military assistance and other forms
of aid, such as donations of surplus military equipment, in order to make ends meet. As
discussed further below, the United States has provided the bulk of military assistance to
Romania, including $435 million in Foreign Military Sales (FMS) credits provided between
2002 and 2006. Germany also has provided assistance (donating several Gepard self-pro-
pelled air defense systems from surplus).

Yet, even with its U.S. and other foreign assistance, Romania will face hard choices as it
moves forward with its strategic, military transformation, and acquisition plans.

Strategic Posture

According to Romania’s 2005 Military Strategy, the main threats facing Europe are
international terrorism, instability in critical resource areas, and low intensity conflicts cre-
ating humanitarian crises. Romania sees itself playing a positive role in cooperative security
arrangements to enhance global stability, reducing the threat of major conflicts. At the same
time, Romania recognizes it faces regional threats in its own back yard, be it renewed ethnic
conflict in the Balkans or military aggression by Russia on the Black Sea. As the Military
Strategy says, Romania “lies at the crossroads of four strategic evolutions win the following
areas”

* Central Europe—a future pole of regional prosperity
* South-Eastern Europe—a source of instability
* Commonwealth of Independent States— currently undergoing an identity crisis

* Black Sea—an area of strategic importance for NATO’s southern flank, as well as a
transit for energy resources from Central Asia*’

To meet the requirements for territorial and regional defense, Romania is focusing on
airspace management and control, early warning against attacks by air or sea, rapid reaction
forces to respond to sudden threats, and the ability to fight interoperably with NATO, EU
and other allied forces in a major regional conflict. At the same time, Romania is developing
the capability to project and sustain forces in out-of-area contingency operations, as part of
a coalition of nations.

These divergent objectives drive divergent Romanian requirements for force transforma-
tion and equipment acquisition in the context of serious budget limitations, which, as noted
above, will necessitate hard choices as Romania begins modernizing its forces.

Force Structure and Organizational Reform

According to the Romanian 2005 Military Strategy, force transformation is structured
based on five strategic objectives:

* Development of a credible national defense capability;
e Fulfillment of Romania’s commitment to NATO;

* Contribution to European Security and Defense Policy;

¥ Military Strategy, op. cit.
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Figure 108 Romanian Armed Forces Troop Levels, 1989-2007

3.5 7
3.0
2.5 7
2.0
1.5 7

10 - \

0.5

Troops (Hundreds of thousands)

0

! ! ! ! ! ! ! !
1991 2000 2001 2002 2003 2004 2005 2006 2007

Source: Romanian Ministry of National Defence, [ISS Military Balance.

* Projection of regional stability and security; and
* Participation in the fight against terrorism."
To achieve these goals, Romania has adopted a 3-phase, 20-year defense transformation plan:
* Phase I (2005-2007): Complete basic restructuring of armed forces
* Phase I (2007-2015): Modernization to become fully NATO/EU-interoperable
* Phase III (2015-2025): Modernization to become fully NATO/EU-integrated

With the first phase just completed, Romania has achieved some significant accomplish-
ments. The most noteworthy is a massive reduction in force and the transition from a con-
script to an all-volunteer force. As noted, in 1989, the Romanian military had no fewer than
300,000 troops under arms (not counting reserves and paramilitary forces); by the end of 2008,
the Romanian armed forces will have reached their end-state goal of a 75,000-man force.
The reduction in troop strength was accomplished quite rapidly, as shown in Figure 108.

Romania’s force modernization has had costs. Volunteer forces are inherently more
expensive than conscripts, since the military must offer competitive pay and benefits, as well
as a reasonable standard of living, in order to attract quality recruits. In addition, a smaller
professional force does not need the large officer cadre of the previous conscript force.
Surplus officers, as career professionals, had to be provided with retraining, job placement,
new housing, and in some cases, pensions. This has caused a short-term bulge in Romania’s
military personnel budget, placing a strain on funds for procurement and operations.

416

Military Strategy, op. cit.
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Table 50 Romanian Army Organization, 2007

Units Active Territorial Total
Corps Headquarters 1 2 3
Division Headquarters 2 0 2
Tank Brigades 1 1 2
Mechanized Brigades 3 6 9
Mountain Brigades 1 2 3
Airborne Brigades 1 0 1
Artillery Brigades 1 2 3
Air Defense Brigades 1 2 3
Logistic Brigades 1 0 1
Engineer Brigade 0 1 1
Total Brigades 9 14 23

Souce: [ISS Military Balance.

Romania has also adopted a new, streamlined force structure intended to integrate into
larger multinational coalitions. In place of the old 10-division army of the Ceaucescu era,
the new Romanian army consists of independent brigades as shown in Table 50.

Romania’s small, antiquated Air Force has only limited combat potential at present. Its
nominal inventory includes some MiG-21 fighters, trainers and transport aircraft that were
a Soviet-era legacy, a fleet of assault and transport helicopters (including the EADS Puma),
and more recently systems from the United States, as described below.

The Romanian Army maintains a very large inventory that includes 1,258 main battle
tanks, 84 assault guns, 177 infantry fighting vehicles, 1,585 armored personnel carriers,
1,238 artillery pieces and rocket launchers, 9 surface-to-surface missile launchers, and 64
surface-to-air missile launchers. Most of these weapons are more than 20 years old, built
to obsolete Soviet designs, and require extensive modernization to meet NATO interoper-
ability standards.

The Romanian Navy operates on both the Black Sea and the River Danube. Its com-
mand structure consists of one fleet headquarters (Black Sea) and one flotilla headquarters
(Danube). Its present inventory consists of 3 frigates, 4 corvettes, 3 missile patrol boats, 12
motor torpedo boats, 38 patrol craft, 1 minelayer, 10 mine countermeasures ships, and 10
support vessels. Most of these date to the communist era and must be replaced over the next
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5 to 8 years. Romania recently took possession of 3 ex-Royal Navy Type 22 Frigates at a cost
of some $225 million."”

Acquisition Priorities

During the first phase of the Romanian defense modernization (the basic restructuring
of the armed forces), Romania’s major acquisitions focused on bringing command, con-
trol and communications systems into conformity with NATO standards; this included the
re-equipping of all major unit headquarters, provision of new tactical radios, and revised
logistical support systems. One cornerstone of the modernization is the new Air Sover-
eignty Operations Center (ASOC), which networked the Romania early warning system,
the air traffic control system, the ground controlled intercept system, and the land-based air
defense system to provide a single integrated air picture.

At the same time, Romania needed to meet urgent needs for its troops operating in Iraq
and Afghanistan. To this end, the U.S. provided Romania with surplus C-130 transports, to
allow Romanian forces to self-deploy to the combat areas, as well as additional C4ISR (com-
mand, control, communications, computers, intelligence, surveillance and reconnaissance)
equipment, combat ID systems (to avoid fratricide) and force protection systems (body
armor, improvised explosive device detection equipment, armored vehicles, etc.).

With the first phase of the modernization plan considered complete, Romania will now
begin focusing on bringing its forces up to full interoperability with NATO and EU forces.
In addition to continuing to modernize its C4ISR systems, Romania has identified six “stra-
tegic programs” that form the centerpiece of its long-term modernization plan:

* Modernized main battle tanks

* New armored personnel carriers

* Acquisition of up to 48 multirole combat aircraft

* New search-and-rescue helicopters

* Modernization of its three ex-British Type 22 Frigates
* Acquisition of four new multirole corvettes

In discussions with Romanian MoND and Ministry of Economy and Finance officials, it
was clear that these six programs were determined by consensus of the armed services, none
willing to be excluded from the modernization bandwagon. Thus, each service was allowed
to place two of its priorities on the list of strategic programs, and it was determined that all
the programs would be implemented concurrently.

Funding all of these priorities concurrently is not possible. Their combined cost is esti-
mated to exceed $9 billion at a time when the entire Romanian defense budget is barely more
than $4.5 billion, and the acquisition budget barely more than $550 million per year. Yet
prioritizing the six programs, or better still, revisiting the list, has also become politically
difficult. Hence, all six programs will be allowed to go forward until it becomes impossible

*7 This sale created a political controversy in Romania when it was revealed that the Netherlands had offered to sell
similar frigates to Romania at a cost of some $40 million each. It is also alleged that Romania will have to spend
an additional $250 million to fully modernize and equip these ships. See D. Leigh and R. Evans, “We Paid Three
Times Too Much for UK Frigates, Romania Says,” The Guardian, June 13, 2006.
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to ignore the looming funding shortage. The first major test of the “strategic programs”
concept will probably come in 2009, when Romania awards a contract for new multirole
fighters (see below)—in the context of the ongoing financial crisis.

Complicating the problem still further is the need to support Romania’s deployed forces
and their immediate operational needs. While the final withdrawal of Romanian forces
from Iraq may have lessened the burden, Romania still has troops supporting ISAF in
Afghanistan and others in NATO, EU and United Nations (UN) peacekeeping missions
around the globe.

I1. Romanian Defense Market: Demand and Supply Dynamics and Reform

Acquisition and industrial reform, together with the military transformation plan dis-
cussed above, are considered three essential elements of an overall strategic transformation
aiming at Romania’s full integration into the Western European security system.

Romania’s defense “demand” and “supply” side reform efforts are aimed at addressing
several pressing problems simultaneously:

* Opvercapacity and obsolescence in the defense industry, particularly in the remain-
ing state-owned defense companies;

* Inefficiency and lack of transparency in the defense procurement process; and

* Endemic corruption, which still plagues the defense sector.

A. Acquisition System (Demand) Reform

Like most other Central European countries, Romania has had to develop an effective
and modern defense acquisition system essentially from scratch—working on a largely
clean slate on the “demand” side of its defense market.

Under the communist command economy, the government served in multiple roles: cus-
tomer, producer, supplier and agency regulating the costs. After Ceaucescu withdrew from
the Warsaw Pact command system, Romania, unlike the other Warsaw Pact countries, had
tull authority over what it produced and for whom. In contrast, the other members of the
Pact had to produce to meet Soviet-defined plans. Romania was also able to develop a full
range of design and production capabilities, which gave its military some degree of flexibil-
ity in setting requirements and specifications. On the other hand, defense planning under
Ceaucescu could be arbitrary and capricious, as well as riddled with corruption and inef-
ficiency from top to bottom.

For some years after the fall of Ceaucescu, the old system continued to operate—largely
out of inertia. However, with the transition to a free-market economy and accession to the
EU, it became necessary for the Romanian government to bring its defense procurement
process into line with Western norms. It therefore had to learn how to formulate require-
ments, issue requests for proposals, evaluate tenders, make awards and manage programs in
a transparent and cost-effective manner. In 1998, Romania adopted a procurement system
based largely upon U.S. Department of Defense (DoD) Directive 5000.2 —to the point of
simply translating large sections of the regulations from English into Romanian. A number
of senior Romanian defense officials were sent to the United States to be certified as defense
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acquisition professionals. Upon their return, they began training programs to develop a
cadre of acquisition professionals to staff the new Romanian procurement system.

Under the new procurement system, the Armaments Department of the MoND is
responsible for all defense acquisition, formulating requirements with assistance of the gen-
eral staff and the different inspectorates (armor, artillery, infantry, air, naval, etc.). The
Armaments Department then generates requests for proposal, conducts proposal evalu-
ations, and makes contract awards. In theory, all major acquisitions are supposed to be
competitive. However, as many programs are legacies of the communist era, work related
to these existing systems is almost automatically directed to the state-owned or formerly
state-owned enterprises that have responsibility for a particular system.

As fully discussed below in the analysis of market access metrics, awards for most new or substan-
tially modified systems are made on both an open and a competitive basis. However, some major
organizational and management challenges hamper Romania’s ability to achieve its defense
acquisition reform goals.

One problem is a lack of coordination between the Armaments Department and indus-
try—mainly the result of recent legislation against corruption, which makes government
officials fearful of contacts with industry that may create the appearance of impropriety.
This, combined with a general lack of experience in the Romanian acquisition commu-
nity, often results in requirements that are either unnecessary or unreasonable —leading to
excessive cost and delay, and occasionally excluding otherwise qualified bidders.”®

Even assuming a higher level of experience among the acquisition corps, there are simply
too few professionals to manage all of the new programs being initiated by the Romanian
military as it moves into Phase II of its modernization plan.

Several other major organizational and management dysfunctions affect the operations
of the Romanian acquisition system. First, the MoND has no oversight over the defense
industry and thus cannot coordinate its actions to facilitate research and development
(R&D) or otherwise maximize efficiency. That task resides with the Ministry of Economy
and Finance, which also has oversight of state-owned defense companies (a potential con-
flict of interest), and has little understanding of defense acquisition and military require-
ments in any case.

Second, the MoND has no equivalent to the Defense Contracts Audit Agency (DCAA)
to audit and certifies the rates of actual and potential bidders over time. Instead, every bid-
der must be audited anew with each bid, creating a bottleneck in the acquisition process and
multiplying paperwork.

Third, each new Romanian government has a tendency not to stand behind the procure-
ment decisions of its predecessors. Because Romania has not adopted multiyear budgeting
for major procurements, this creates turbulence at the beginning of each fiscal year—espe-
cially if an election is pending or has just resulted in a change of government. Thus, a com-
pany might have won a contract in the previous year that requires three years to complete.
At the beginning of each year, it must have the budget for that program validated and
approved. If a new government has or is about to come into office, officials at the Arma-

¥ One U.S. company related that it wanted to bid on a 4x4 tactical vehicle for Romanian forces in Iraq, but had to
withdraw because the requirement, derived from a NATO Standard Agreement, required the vehicle to be amphibi-
ous. As it turned out, only one company produced an amphibious vehicle of that type.
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ments Department tend to delay that approval pending a decision by the new government
on whether to proceed.

On occasion, while not canceling a program outright, the new government might decide
the old government had been too generous in its terms and insists on renegotiating the
contract. This problem is exacerbated by the government’s tendency to put all risk on the
shoulders of the contractor. Should, for example, the cost of some raw material —steel,
aluminum, petroleum, etc.—suddenly experience a price increase due to market forces,
the MoND usually does not allow the contractor to raise his rates to compensate. Either
the contract must be renegotiated—a long and tedious proposition— or the company must
simply absorb the cost out of its profit. These practices create turbulence and uncertainty
in major programs, which has a tendency to scare off potential bidders and raise costs to the
Romanian government in the long term.

B. Defense Industrial Reform

With the fall of Ceaucescu, the Romanian defense industry underwent a startling col-
lapse. According to the Romanian Ministry of Industry and Trade:

Starting with 1990, following the structural changes in the world arms mar-
ket and the politic economic and social transformation in Romania, this sector
has entered an increasing decline. The drastic decrease of the demand on the
world market and lack of local orders, the low level of technology automation
and labour productivity, associated with an improper management were the main
factors which have led to this situation. Privatization was started, with some per-
forming companies sold to private local investors."’

Privatization of state-owned civil and commercial enterprises proceeded relatively smoothly
in the 1990s. Under the Privatization Law of 1991, some 6,000 state-owned enterprises were
to divest the contents of their portfolios in seven years. By 2000, almost all commercial
state-owned enterprises had been totally or mostly privatized; by 2007, the Romanian gov-
ernment held no significant ownership interest in the commercial sector.”’

Matters were very different in the defense sector, however. First, the state itself was both
the owner and the main customer for the state-owned defense companies. Second, the
products of these companies had only a limited and highly regulated market. Third, its
products and facilities were obsolete and unprofitable, therefore unlikely to attract foreign
capital. Finally, with more than 200,000 employees, the defense sector was too large and too
important, both strategically and economically, to allow for an uncontrolled restructuring.

The Romanian government in effect performed a triage on its defense industry, deter-
mining which companies could immediately be privatized under the terms of the Privatiza-
tion Law; which companies would need extensive restructuring before being divested; and
which companies either (1) could not be made attractive for privatization in the near term
or (2) would be held as “strategic assets.”

*” Statement of the Ministry of Industry and Resources, quoted in Vaknin, op. cit.

#0]. Earle and A. Telegdy, “Privatization Methods and Productivity Effects in Romanian Industrial Enterprises,”
Upjohn Institute Staff Working Paper No. 02-81, W.E. Upjohn Institute for Employment Research (Kalamazoo,
MI), April 2002. Available at: http://ideas.repec.org/a/eee/jcecon/v30y2002i4p657-682.html.
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Thus, eleven defense companies were sold immediately to local investors in the early to
mid-1990s. Twelve others, scheduled for later privatization, had non-core businesses closed
or sold off, factories converted to commercial production, and excess personnel laid off
to make them more attractive to investors; among these were producers of ammunition,
vehicles, electronics, aerospace and ships. These remain under the control of the Romanian
State Ownership Fund, as described under III. Evaluation of Market Access Metrics later
in this chapter.

An additional remaining 15 companies, plus one research institute, were bundled into the
Romanian National Company ROMARM S.A. (RomArm), described by several analysts
as “an opaque and ubiquitous state holding group.”*' These tend to be the most unrecon-
structed, least efficient companies, which survive mainly through sole-source procurement
and government-directed work share under the Romanian Offset Law (see below).

Romania today has some eleven private defense firms that together form the Romanian
Business Association of the Military Technique Manufacturers (PATROMIL), a non-
government trade organization for the promotion of the Romanian defense and aerospace
industries. Among the more important of these are:

* Aecrostar S.A., a manufacturer of aerobatic and trainer aircraft, aircraft components
and upgrade and overhaul services for commercial and combat aircraft. Aerostar is
a major maintenance contractor for the Romanian air force and several commer-
cial carriers. Aerostar has a 60/30 joint venture with Thales Communications in
Aerothom Electronics, a producer of defense and civil electronics systems. Aerostar
is also minority partner in a 51/49 percent joint venture with Elbit Systems called
S.C. AE Electronics S.A., which has had great success developing and marketing
custom upgrades of MiG-21 fighters.

* Turbomecanica S.A., a manufacturer of aircraft engines, helicopter gearboxes,
rotor heads and components, as well as a provider of helicopter maintenance, repair,
overhaul and upgrade services.

* MFA Mizil, specializing in the maintenance, upgrade and repair of tanks and other
armored fighting vehicles for the Romanian military and export customers.

e S.C. Roman S.A., a producer of military and commercial trucks.

At present, the Romanian defense industry is still oriented toward providing the needs
of the Romanian military. According to PATROMIL figures provided in Table 51, the
Romanian defense industry had sales revenues of about $125 million in 2005, of which only
$36 million or 20 percent were from exports. At the same time, Romania imported approxi-
mately $155 million in defense goods, more than the total sales revenues of all domestic
companies combined. As discussed above, Romania was able to import large dollar amounts
of equipment in large part due to U.S. FMS credit sales and grants; the indigenous Roma-
nian acquisition budget would not have covered these purchases.

At this point, Romanian defense exports are at a low dollar value, consisting mainly of
small arms and ammunition and aircraft upgrades and overhauls. While the vast number of
licensed transactions involve small arms and ammunition, aircraft upgrades provide much
greater value added and account for almost half of all export revenues. Romania has been

*! Vaknin, op. cit.
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Table 51 Romanian Defense Market (Millions of Dollars—$)

2003 2004 2005 Total
Total Market Size 184.0 202.8 244.3 631.1
Total Local Production 107.5 88.8 125.0 321.3
Total Local Production for Domestic 715 69.6 89.0 230.1
Market
Total Exports 36.0 19.2 36.0 91.2
Total Imports 112.5 133.3 155.3 401.1
Total Imports from U.S. 101 35.7 38.1 83.9

Source: ROMARM S.A. and ROHMTEHNIC S.A.

extremely successful in that field due to its highly trained and technically proficient aero-
space industry and low labor rates, which allow Romanian companies to offer quality work
at a fraction of the costs in Western Europe. Servicing and upgrades of both military and
commercial aircraft represent one of the few bright spots in the Romanian defense industry.
As shown on Table 51, total Romanian exports had a one-year dip in 2004 but increased in
2005 to $36 million (as in 2003).

Recognizing that the survival of most Romanian companies depends on large infusions
of foreign sales or investment capital, the Romanian government is encouraging Romanian
defense companies to enter into strategic partnerships and joint ventures with foreign com-
panies, a policy reinforced by the provisions of the Offset Law. Some of these joint ventures
such as Aerothom Electronics and S.C. AE Electronics have been fairly successful. Others,
such as the General Electric/Turbomecanica joint venture GE/Turbomecanica S.A., have
yet to be proven.*?

There is a general consensus that Romania must do more to make its defense industry
attractive to foreign investors, much of which hinges on the success and direction of Roma-
nia’s defense modernization plan and its integration into the European defense system.

C. U.S.-Romania Defense Trade and Industrial Cooperation

Legal Framework for U.S.-Romanian Cooperation: The 2005 Defense
Cooperation Agreement

In December 2005, then-Secretary of State Condoleezza Rice meet in Bucharest with
Romanian President Traian Basescu, and signed a bilateral defense cooperation agreement
that allowed for the joint use of Romanian military facilities by U.S. troops. In May 2007,
the Parliament of Romania ratified the agreement by a wide margin—despite some very
vocal opposition to the basing arrangement. The first proof of principle exercise took place
at Mihail Kogalniceanu Air Base from August to October 2007.

* Though the presence of a qualified GE engine overhaul and maintenance facility in Romania could prove highly
lucrative if Lockheed Martin’s F-16 wins the upcoming Romanian Multirole Fighter Competition.
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Figure 109 U.S.-Romania Defense Trade, 2002-2006 (Millions of Dollars—$)
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Source: U.S. Department of State; U.S. Department of Defense; Romanian Defense Exports Agency.

At this point, the United States does not have any plans for permanent basing of U.S.
combat forces in Romania. Nonetheless, several bases in Romania are being upgraded to
U.S. standards. Also, Romania’s strategic position near the Black Sea has suddenly achieved
new salience after Russia’s invasion of Georgia, an event that has also changed Romania’s
position regarding ballistic missile defenses on its soil. In 2003, Romania strongly denied
talking to the United States about such a program, and political opposition was strong.
But after the signing of the missile defense agreement with Poland, many in Romania are
reconsidering the strategic and economic advantages of participation in any U.S. or NATO-
sponsored program.

Significantly, the United States has not yet entered into reciprocal defense procurement
MOU with Romania (like the one recently signed with Poland and in force in other Euro-
pean countries) or a DoP on deepened industrial cooperation. According to its officials,
Romania greatly desires such agreements. It recognizes that the reciprocal defense procure-
ment MOU would give it preferential treatment in the U.S. market, including exemption
from the Buy American Act. There is no indication at this time that the United States is seek-
ing to negotiate such an agreement, given the ongoing problems with Romania’s compliance
with EU and international norms regarding transparency, corruption and organized crime.

The U.S. and Romania began defense cooperation as early as the mid-1990s, but the
process was greatly accelerated by the attacks of September 11 and Romania’s emergence
as one of the key U.S. Allies in the war on terrorism and the occupation of Iraq. It includes
significant U.S. military assistance as well as developing U.S. sales to Romania of a variety
of systems.
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As reflected in Figure 109, U.S. defense sales to Romania have been somewhat episodic,
but grew notably in 2003-2004, during the early period of the Iraqi conflict. Eager for any
show of support from Europe, the United States provided Romania with the funds and
equipment it needed to deploy and support forces in both Iraq and Afghanistan. Much of
this was provided through the FMS program —Romania received $135 million from FMS
from 2002-2006—as well as from transfers of surplus military equipment. The United
States provided training for Romanian officers and technicians to increase professional-
ism in the Romanian forces, including specialized counterterrorism training for Romanian
special forces. The United State also helped Romania establish a Romanian Non-Commis-
sioned Officers Academy to elevate the professionalism of the non-commissioner officer
(NCO) corps, and paid to train several hundred Romanian officers and NCOs at military
institutions in the United States.

Direct commercial sales by U.S. companies from 2002-2006 totaled about $130 mil-
lion—slightly less than FMS contracts. Lockheed Martin (LMT) has by far been the
most successful company in this regard, mainly through sales of the FPS-117 and TPS-79
ground-based air surveillance radars. Romania bought additional radar systems from Lock-
heed Martin in 2007 and 2008, and contracted with Lockheed to provide system integration
and logistic support for its air surveillance system. LMT has also provided maintenance,
repair, overhaul and upgrade services for C-130 aircraft donated by the United States.

Perhaps most significantly, in December 2006, Romania selected the Lockheed Martin
Alenia Tactical Transport Systems (LMATTS) C-27] Spartan tactical transport aircraft
over the similar EADS C.295. The contract for seven aircraft is worth some $293 million
over five years. LMAT'TS is a joint venture between Lockheed Martin and Alenia Aero-
space formed in 1996 to develop an improved version of the G.222 transport to meet the
U.S. Joint Cargo Aircraft requirement. As is normally the case in such deals, much of the
work will be performed in Romania by Romanian companies to meet offset requirements.

The U.S. relationship with Romania deepened and matured as U.S. and Romanian offi-
cials worked closely together on issues related to terrorism, Iraq and Afghanistan. As early
as 2003, there were rumors of discussions concerning the basing of U.S. forces in Romania,
a development welcomed by some Romanians but strongly opposed by others.*’

Although the United States remains Romania’s most important military supplier, Roma-
nia has also been developing defense industrial ties with European nations and other coun-
tries, both to meet its domestic requirements and to bolster its defense technology base.
The deepest relationship has been with the Israeli firms IAI and Elbit, which together with
the Romanian companies Aerostar S.A. and SC A.E. Electronics, developed the MiG-21
Lancer upgrade for the Romanian air force and export customers. In addition, Elbit has also
worked with Romanian companies on Mi-8 helicopter upgrades and the MiG-29 Fulcrum
“Sniper” upgrade.

Romania has close ties to EADS-Eurocopter through a series of Ceaucescu-era helicop-
ter production licenses that spawned a thriving upgrade market. Romania also relies on
Thales for much of its command, control and communications equipment. At the subsystem
level, the Romanian military has a broad supplier base that includes European, American,
Russian, Ukrainian and Israeli companies.

* See, e.g., T. Fuller, “Romania Dangles Use of a Sea Base to Woo U.S.,” International Herald Tribune, June 18, 2003.
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Modernizing Romanian Defense Forces: The U.S. Role

U.S. defense firms have significantly participated in the Romanian defense moderniza-
tion plan (although the size of most contracts has been small compared to our trade with
other countries). Among the U.S. companies presently active in Romania are:

* AAI Corporation: Shadow 600 Tactical Unmanned Air Vehicle (TUAV)
* Honeywell (legacy Allied Signal): TAR-99 Soim trainer/light attack aircraft avionics

* Harris Corporation: MLI-84M Infantry Fighting Vehicle Upgrade Program;
STAR-Radio tactical communications system

e I'TT Corporation: Technical Ground Assistance System for Air Navigation

* Lockheed Martin Corporation: Gapfiller Radar Program; National Air Command
and Control System

* Mason: IAR-99 Soim trainer/light attack aircraft subsystems

* Northrop Grumman Park Air Systems: Technical Ground Assistance System for
Air Navigation

* Northrop Grumman: Consulting services for MoND
* Trimble: ITAR-99 Soim trainer/light attack aircraft navigation system
* BoozAllen & Hamilton: Preliminary study of SCOMAR

* General Dynamics Land Systems (via Canadian Commercial Corp, partnered with
BAE OMC So. Africa): Mine Resistant Ambush Protected (MRAP) Vehicles

Other U.S. companies, including GE, have ongoing joint ventures with Romanian com-
panies. Despite this evolving trade, only one U.S. company— Lockheed Martin—has a
permanent presence in Romania through its local business office (but has no local produc-
tion facilities); other firms deem the market too small and manage their Romanian port-
folios through offices in Warsaw, Berlin or Rome. Lockheed Martin has become a major
participant in the Romanian defense market based on sales of its FPS-117 radar system and
its integration of the ASOC and the national air command and control system. If Lockheed
manages to win the upcoming Romanian fighter competition with the F-16 Falcon, its foot-
print and that of its suppliers will grow exponentially.

The Romanian Fighter Competition and Its Fallout

Romania’s fleet of MiG-21 Lancer aircraft is approaching the end of its fatigue life, and
the Romanian air force has identified the acquisition of some 48 new multirole fighters as
one of its “strategic programs.” Romania began investigating the possibility of acquiring
new fighters back in 2003, but became serious only in the last quarter of 2007 when Defense
Minister Teodor Melescanu indicated that Romania would select its next fighter through a
competitive procurement involving five aircraft:

* Lockheed Martin F-16 Block 52 Fighting Falcon
* Eurofighter Typhoon
* Saab JAS.39 Gripen
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* Dassault Rafael
* Boeing FA-18E Hornet

The estimated cost of the 48 aircraft is between $4 and 4.5 billion, including training and
logistics support. The aircraft must achieve operational capability with the Romanian air
force no later than 2011, at which time the Lancers must be withdrawn from service.

At present, the competition, focused primarily on cost and performance, seems to have
been narrowed down to three aircraft: the F-16, the Eurofighter and the Gripen. Com-
monality might have played a role in this process, given that the F-16, the Gripen and the
Typhoon are all in use by Romania’s close neighbors and allies. The aircraft apparently
eliminated from the competition, the FA-18 and the Rafael, have no similar user base in
Central and Eastern Europe. Given the severe economic crisis in Romania, it remains to be
seen if Romania will move forward with the program, defer its decision or cancel it entirely.
The prospect of such a large buy was already causing consternation even prior to the crisis.
In July 2008, the Romanian Secretary of State for Defense Policy, Corneliu Dobritoiu,
stated “[w]e aren’t so rich as to be able to buy everything our armed forces might need.”
He indicated that perhaps half of the fighter budget might be spent on other priorities such
as helicopters, APCs and unmanned aerial vehicles.”* The matter has exposed divisions
between the Atlanticist President Traian Basescu, and the more Eurocentric Prime Min-
ister Calin Popescu Tariceanu. Whether the Georgia situation will cause Romania to look
more toward territorial defense as opposed to expeditionary operations remains to be seen.

In any event, Romania certainly cannot afford to buy 48 multirole fighters without signif-
icant offset and financing arrangements. Given the cost of the program, price and financing
arrangements will be the key to winning, as was the case with the Polish fighter competition
won by Lockheed Martin. Romania will be looking for an offset package at least as lucrative
as that offered by Lockheed for the Polish program, and financing support as well. Accord-
ing to market participants, Lockheed ultimately won the Polish contract not only because
of its $9 billion offset commitment, but because the U.S. government offered very creative
financing arrangements for Poland including low interest rates, deferred payments, and a
loan buydown option. Taken with the offset program, the financing arrangements allowed
Poland to acquire F-16s with relatively little money out of pocket—a major consideration
for small countries with equally small procurement budgets.

However, it is unclear whether the global credit crisis will constrain the ability of the
U.S. government to offer financing terms as generous as those offered to Poland—which
no other government was able to match. Still, the prospect of a strong Lockheed offer (with
a U.S. financial package) is prompting some of the other competitors to look at more inge-
nious incentives. Italy, backing the Eurofighter team, has proposed buying the Romanian
company Avioane Craiova, and turning it into a Typhoon logistics center, at which the
Romanian aircraft would be assembled and serviced; it left open as well the possibility of the
Romanian logistics facility servicing Typhoons from other countries.”” Lockheed Martin
could potentially match that kind of offer. Moreover, its engine supplier, General Electric,
already has a joint venture in Romania for the overhaul and repair of jet engines.

#*T. Escritt, “Defense Options Put Romania in the Hotseat,” Financial Times, July 2, 2008.
* “Iraly Pitches Romanian Eurofighter Offset,” Defense News, Nov. 5 2007.
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Should Lockheed Martin win, the American footprint in Romania will grow consider-
ably as will U.S. investments in Romanian defense companies through the offset require-
ments. A U.S. win therefore will strengthen considerably the depth and breadth of U.S.-
Romania defense industrial cooperation and opens the door for much closer political and
strategic cooperation as well.

Areas of Contention

At present, there are relatively few areas of contention between Romania and the United
States. The illegal sale of small arms and ammunition to embargoed countries and orga-
nizations, which had been a major problem in the 1990s, has been largely addressed by the
adoption of EU and international codes of conduct and the implementation of a rigorous
export control regime (see below).

Romania remains strongly pro-American in sentiment and Atlanticist in outlook, but
there is considerable pressure brought upon the relationship due to domestic Romanian
political concerns. If one party is pro-American, the opposition tends to reflexively adopt
a pro-European stance. Under the circumstances, minor disagreements can get blown way
out of proportion.

Future Outlook

Despite considerable challenges—from an inefficient and antiquated defense industry
to weak social institutions to corruption— Romania is definitely moving toward a place in
the community of European countries while simultaneously maintaining close relations
with the United States. The potential for these relations to grow deeper and broader in the
near term hinges on several variables. First, at a macro level, the prospect of a re-emergent,
militarily threatening Russia may convince Romania that only a closer relationship with
the United States can ensure its security and independence. Second, a key driver is whether
the United States entry wins the fighter competition. Finally, there is the question whether
Romania decides it wants to participate fully in a European missile defense system; these
will help shape the extent of bilateral cooperation.

It should be recognized that Romania’s increasingly close integration into the EU creates
a natural pressure from other European countries to present a united front, including giv-
ing preference to European solutions in defense procurement. Romanian government offi-
cials reported they are frequently “encouraged” in EU meetings to give preference to Euro-
pean solutions, especially for “big ticket” items, such as aircraft, radars, armored vehicles,
etc. Romanians, however, are independent-minded and can be expected to carefully weigh
their own interests before moving one way or the other. The 2006 selection of the Lock-
heed Martin-Alenia C-27] Spartan tactical transport over the EADS G.222 provides one
example of Romanian independence from the EU (albeit the C-27] is based on an Italian
design). The outcome of the Romanian Multirole Fighter competition could be yet another.
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II1. Evaluation of Market Access Metrics

Tariff Barriers

By and large, tariffs are not significant barriers between Romania and the United States
although Romania is somewhat disadvantaged relative to other European countries studied.

Specifically, all of the countries studied are members of the World Trade Organization
(WTO) and thus must provide most-favored nation and national treatment to imported
goods from every other country included in the study.*® Although defense products are gen-
erally exempt from WTO rules governing tariffs and trade, the United States has entered
into reciprocal defense procurement MOUs with most of its European Allies that generally
provide duty-free treatment for imported defense products procured from the other coun-
try. Of the European countries studied, however, Romania stands out (along with Poland)
as a country that has not yet entered into such an MOU with the United States.

Thus, U.S.-Romanian defense trade (like U.S.-Polish defense trade) is somewhat more
burdened than U.S. defense trade with the other European countries studied—although
the applicable tariff rates are relatively low and not much of a trade impediment. Because of
this distinction, Romania (like Poland) has a lower score on tariff barriers than do the other
countries examined.

Moreover, in any event, these MOUs do not apply to dual-use products and technologies
such as general aerospace systems that have both military and civil applications. Thus, as
more military programs rely on commercial off-the-shelf technology, this would tend to put
U.S. companies at a competitive disadvantage vis-2-vis European firms that get the benefit
of the lower intra-European rates that apply under EU rules unless specific exemptions are
negotiated on a bilateral basis.

Competition in Procurement

Romanian Procurement Policy: Writing on a Clean Slate

As noted above, Romania essentially adopted the core elements of the U.S. acquisition
system when it discarded its legacy Soviet system. Under Romanian defense procurement
law and policy, most systems and products must be competitively procured and are open to
the United States and other international sources of supply. As Romania is seeking to rap-
idly modernize its armaments, its policy is to entertain proposed solutions from whatever
source may offer the best prices or financing (including offsets as discussed below).

Romanian Procurement Practice: Understanding the Data

In practice, as shown below, the available data on Romanian procurement awards con-
firms that most Romanian buying is based on competitive awards of new systems, with a

*#¢ Romania’s Most-Favored Nation (MFN) status has undergone several major changes. In 1988, Ceaucescu repudi-
ated the MFN agreement between Romania and the United States, resulting in prohibitive U.S. tariffs on Roma-
nian imports. In 1993, the U.S. Congress restored Romania’s MFN status in a new bilateral trade agreement. In
1994, tariffs on Romanian goods dropped to zero with the inclusion of Romania in the Generalized System of
Preferences. There were then no tariffs on U.S. exports to Romania.
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Figure 110 Romania—Procurement Figure 111 Romania Legacy vs. New
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Source: Documental Solutions, 2006-2008. Source: Documental Solutions, 2006-2008.

modest amount of sole source legacy buying from primarily Romanian suppliers. The Roma-
nian market also is very accessible to U.S. suppliers, which have a considerable market share.

Romanian Buying of Major Weapons Systems: The Prevalence of Competi-
tion. As set forth on Table 52 and Figure 110, from 2006-2008, some 65 percent
of all Romanian defense contracts were awarded competitively ($429.7 million) and
only 35 percent ($236.5 million) were awarded on a sole source basis.

Sole Source Buying Mostly Romanian. Almost all Romanian sole source contracts
in this period were for legacy systems, awarded mainly to government-owned defense
enterprises that were the original prime contractors and, hence, the only available
source of parts and technical expertise. Some of these awards also are intended to
sustain these enterprises that otherwise face a limited market for their products.

Limited Romanian Spending on Legacy Systems. As shown in Figure 111,
only some 27 percent ($181 million) of Romanian defense procurement is directed
toward legacy programs; 73 percent ($495 million) was for new systems, reflecting
Romania’s ongoing wholesale replacement of Ceaucescu-era equipment. Therefore,
Romania, like Poland, spends considerably less on sustaining these old systems
and applies most of its resources on systems and products to modernize its force.
Not surprisingly, the largest Romanian programs are new buys—e.g., the TPS-73
radar, Pirhana ITIC and Saur B33 armored personnel carriers, Zimbru 2000 tacti-
cal vehicle and the Romania STAAB command and control system. This is in stark
contrast to Western European countries studied, which typically spend more on
legacy platforms that remain in service for many years.

New Romanian Buys Are Even More Competitive. As set forth on Figure
112, a separate analysis of “new” Romanian buying (i.e., awards on new programs
started in 2006-2008) shows that some 89 percent of all contracts ($440 million)
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Figure 112 Romania—New Procure- Figure 113 Romania—New
ment by Award Type Procurement by Supplier
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Source: Documental Solutions, 2006-2008. Source: Documental Solutions.

were awarded through free and open competition, while just 11 percent ($56 mil-
lion) were sole source. Together with Poland, Romania has the highest percentage
of competitive procurement of all countries studied. This is in stark contrast to
Romanian legacy procurement, all of which has been awarded on a sole source basis.
Indeed, of new programs awarded to national companies, 98 percent were awarded
competitively.

* New Competitive Buys Are Clearly Open to U.S. and European Firms. Most,
if not all, of the new Romanian competitive awards were open to U.S. firms. Indeed,
Figure 113 shows that U.S. firms won 41 percent of new competitive buys ($202 mil-
lion) while European companies won 31 percent ($155 million) and national compa-
nies only 28 percent ($137 million). This suggests a rather evenhanded approach in
which Romania is open to both European and U.S. defense products. As Romania
is seeking to acquire newer Western technology and meet NATO requirements,
it often has little choice but to open itself to U.S. and other European sources, or
other global sources (e.g., Israel), in supplying new products.

* Market Share Data Confirms a Sizable U.S. Participation. As shown on Fig-
ure 114, from 2006-2008, U.S. firms captured roughly 30 percent of the all major
Romanian programs by value, with Romanian firms accounting for 46 percent and
other European countries combined some 25 percent. U.S. firms Lockheed Martin
and General Dynamics won 19 percent and 10 percent, respectively, of all major
programs in that period. However, it should be recognized that the U.S. competitive
success partly reflects the extent to which the United States has provided generous
grants and financial assistance. Also, the considerable market share of Romanian
firms in part reflects the effect of the Romanian offset law, which does result in con-
siderable subcontract work being directed toward Romanian defense companies.
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Figure 114 Romania—Defense Market Share by Company
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* Romanian Buying From U.S. Firms Is Largely Through Competitive Awards.
Additionally, in contrast to Western Europe (where U.S. suppliers have tradition-
ally received significant sole source awards), U.S. participation in the Romanian
defense market is almost entirely through competitive awards. As shown on Figure
115, approximately 99.5 percent of U.S. suppliers’ awards in Romania were made
competitively, with only 0.5 percent made on a sole source basis.

* Virtually No European Cooperative Engagement. Finally, in contrast to West-
ern European nations, Romania has no participation to date in European coopera-
tive programs. Of course, Romania only joined NATO in 2004 and has had little
opportunity or funds to join into major European cooperative programs—many of
which have been underway for some years. This may change in the future as geopo-
litical and economic considerations drive Romania toward this approach, which has
become a major element of defense spending in Western Europe.

In sum, no matter how the data is evaluated, Romania shows a clear pattern of open and
competitive awards—with U.S. defense sales to Romania increasing since 2002 (Figure
108), and U.S. firms bidding and winning on a sustained basis since 2006 (Table 51).

Fair and Transparent Procurement Process

In general, the Romanian defense procurement system is fair and transparent on paper
but in reality is still very much a work in progress.

Romania, like other EU Member States, is a party to the WTO Agreement on Government
Procurement (AGP). However, its procurement of “warlike” goods is exempt from the AGP’s
coverage and, hence, only “non-warlike” goods are subject to the Agreement’s disciplines.
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Figure 115 Romania—U.S. Wins by Award Type
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Romania also adopted the EC Public Procurement Directive as a condition of its acces-
sion to the Union, but as is the case with most Member States, it deliberately exempted
defense procurement from the regulation, to maintain freedom of action in defense indus-
trial policy.

As noted above, the Romanian military and the Ministry of National Defence are largely
based on U.S. regulations and procedures; Romania has implemented a wide-ranging
reform of the defense procurement process, based on the DoD Directive 5000.2, Operation
of the Defense Acquisition System, and has sent personnel to the United States for training as
acquisition managers.

On paper, the Romanian system thus conforms to both U.S. and EU standards for fairness,
openness and transparency. In practice, according to market participants, rules generally
are applied fairly, but sometimes inappropriately or in too literal a manner due mainly to
inexperience and a lack of resources in the defense acquisition system. Romanian authorities
often compile requirements and tenders in a simplistic, mechanical fashion without regard
to what industry can provide. U.S. companies have reported that this has on occasion inad-
vertently excluded U.S. products from consideration.”” U.S. companies did not attribute
this to a deliberate exclusionary policy, but primarily to inexperience and an unwillingness
to consult with industry before drafting specifications for new systems (which they attrib-
uted to a fear of the appearance of collusion between the government and industry). Further,
while U.S. firms complained about the slow Romanian bureaucracy, they admitted it was

*7 For example, Romania procured a light armored vehicle for use in Iraq, but included among the specifications a
requirement for amphibious operation, even though there is no operational need for amphibious capability in Iraq,
because that capability was incorporated into a NAT'O standard. U.S. companies had several viable candidates for
the program that were subsequently excluded because they lacked amphibious capability; in fact, only one (Euro-
pean) vehicle met that specification, and thus won the competition by default, despite being inferior in several other
areas, as well as more expensive.
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equally slow for everyone, and they have not experienced regulations being applied in a
discriminatory or exclusionary manner.

U.S. company representatives also raised concerns about the inability of the Romanian
defense procurement system to manage multiyear procurements, and the frequent unwill-
ingness of new governments to stand by contractual arrangements made by the previous
government, leading to lengthy and costly renegotiations. The Romanian government
prefers that firms assume all risks, and thus does not generally include escalation clauses
in its contracts, making companies liable for cost fluctuations in raw materials, labor, etc.
Romania lacks anything resembling the DCAA, and thus rates are reviewed from scratch
for every contract award; repeated audits are costly and time-consuming, causing much
frustration among suppliers.

That said, both U.S. government and industry representatives indicate the process for
competitive procurements is codified and reasonably open and transparent. Budgets, pro-
grams, and procurement plans are all available as public documents through government
websites; tenders and contracts are posted on government sites and the MoND increasingly
uses the EDA Electronic Bulletin Board. Most expect the Romanian procurement system
to become more transparent and efficient as the Romanian procurement agencies become
more expert and better resourced.

Domestic Content Requirements

Romania does not have any explicit domestic content laws or regulations. In theory, the
Romanian government is indifferent to the source of its defense equipment. In practice, it
recognizes that the survival of the Romanian defense industry during the period of transi-
tion depends on its ability to generate work share from foreign companies. Thus, Romania’s
stringent Offset Law (see below) effectively serves the purpose of a domestic content law by
funneling work from foreign suppliers to Romanian defense companies.

Offsets and Fuste Retour

The Romanian Offset Law of 2003, modeled on the Polish Offset Act of 1999, requires
all foreign military purchases of more than €5 million over a three-year period to include a
minimum of 80 percent offsets, of which at least half must be direct offsets to the Romanian
defense industry. It also mandates that all foreign companies wishing to bid on Romanian
defense tenders must already have some previous investment in Romania (not necessarily
in the defense sector). This “pre-offset” requirement is a kind of “anti-carpet bagging”
feature, intended to ensure that companies bidding on Romanian defense programs have a
long-term commitment to development in Romania. However, it does represent a barrier to
market entry, the significance of which varies with the size and nature of the companies try-
ing to enter. Large companies find it to be inconvenient and inefficient— they can meet the
requirement by pushing work toward a Romanian company or by setting up a joint venture
or Romanian subsidiary. Smaller companies can find it financially prohibitive, particularly
if they are pushing niche products for which there is not much of a market outside of the
military.
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Offsets are administered by the Offset Office of the Ministry of Economy and Finance,
which negotiates the terms of each offset arrangement. Offset credits are determined by a
formula that multiplies the face value of an offset transaction by a factor ranging from 0.5 to
5.0, as determined by the Offset Office. The factors are heavily weighted in favor of direct
offsets and work share arrangements, many of which are directed toward RomArm, the
state-owned defense holding company. Thus the Offset Law serves as a de facto domestic
content law, since the path of least resistance for most foreign defense companies is to sub-
contract to or team with a local Romanian company, regardless of qualifications.

According to the U.S. Department of Commerce, Romanian offsets have averaged 87.1
percent of contract face value since 1998. Given the way in which the multiplier formula is
applied, the actual face value of offsets commitments is probably substantially higher —per-
haps two or three times the nominal contract value.

Indirect offsets in the form of investments in Romanian companies (defense and non-
defense) is not favored by American companies because of the difficulty in performing due
diligence in the absence of financial transparency. Because this approach effectively reduces
the Romanian partner to a “build to print” shop, it also defeats the ostensible purpose of the
Offset Law, which is to create meaningful partnerships with foreign companies, promote
technology transfer, and improve the skill set of the Romanian defense industry by engag-
ing in “noble work” with high value added.

On the other hand, several U.S. companies have found ingenious ways of utilizing Roma-
nian companies that result in value added on both sides. In one example, a Romanian com-
pany approached the U.S. company with a concept for an electronic device needed by the
Romanian army. The U.S. company had a proprietary component, but the Romanian com-
pany had done all the necessary design work. The U.S. company obtained an export license
to sell the component to the Romanian company, obtaining offset credits for the full face
value of the Romanian company’s contract with the Romanian army.

In a second example, a company negotiated an offset deal to install an environmental
facility for the Romanian government based on the catalogue price of systems in the com-
pany’s commercial sector. Because margins in the commercial sector are much higher than
in the defense sector, the company got leverage for its offset commitment roughly equiva-
lent to what could be obtained by a work share agreement (i.e., the company got credit for
the list price of the system, which actually cost the company only 25 percent of list). In addi-
tion, the company also negotiated an agreement to operate the facility through a Romanian
subsidiary, thus garnering more offset credits and ensuring positive cash flow from the
project in later years. This kind of arrangement was possible only because the company had
a substantial commercial business that was willing to cooperate with its defense business to
make the arrangement work. For most “pure” defense companies, this kind of arrangement
is simply too complex.

U.S. companies raise concerns mainly about the complexity of the Offset Law formula
for calculating credits, which is not particularly transparent; and also about the amount of
bookkeeping needed to keep track of the credit account. On the other hand, it affects all
companies equally and thus is not a discriminatory factor against the United States alone.
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Table 53 State Ownership and Control of Romanian Defense Companies

Government Golden
Company Percent (%) Share Other Owners Notes

Aerostar SA 0.00 Yes IAROM (65%); SIF Moldova (11%); Maker of trainer aircraft and
PAS Aerostar (5%); Others (19%) aerospace components.
Privatized in 2000

Aerotherm Electronics 0.00 Yes Aerostar SA (60%); JV of Aerostar and Thales;
Thales Communications (30%); golden share via Aerostar
Others (10%)

Avioane Craiova SA 19.07 Yes Aerovodochody 80.93% Aero Vodochody acquired
majority stake in Julu 2008

Eurocopter Romania 49.00 Yes EADS Eurocopter (51%) Government stake via IAR
Brasov

IAR Brasov 64.80 Yes Publicly held (35.2%) Majority stake held by
Romanian State Ownership
Fund

Romaero SA 27.00 Yes Britain-Norman Group (73%) Majority stake sold off in
1999

ROMARM SA 100.00 Yes None Has 16 subsidiary companies,

including one R&D center.
Main producer of tanks,
armored vehicles, air defense
systems and ordnance

SC AE Electronics SA 0.00 Yes Elbit Systems, Ltd. (51%) JV of Aerostar and Elbit for
aircraft overhaul
Turbomecanica SA 0.00 No  Employees Assn Turboact (62.54%); Aircraft engine manufacturing
others37.46% and overhaul

Source: DACIS Database.

Government Ownership

As discussed above, the Romanian government still owns or controls large segments of
the Romanian defense industry. Despite concerted efforts at privatization, there are just
eleven privately held defense companies in Romania. Fifteen state-owned companies and
one R&D center, remain under the control of the RomArm holding company. A number of
other companies are partially government-owned.

To date, the rate at which the remaining state-owned defense enterprises are being
divested has been much slower than originally anticipated. And, for the future, these firms
probably will be difficult to divest. Several factors account for this, including the limited
market appeal of most Romanian products, the inefficient and antiquated nature of the
firms’ facilities, and the unwillingness of the State Ownership Fund and the Treasury to
accept terms and conditions being offered by prospective commercial buyers. In one recent
transaction, the Romanian Authority for State Assets Recovery rejected an offer by Euro-
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Table 54 Recent Foreign Mergers and Acquisitions (Millions of Dollars—$)

Date Company Buyer Country Price Revenues Notes

July 2008  Avioane Craiove Aero Vodochody  CZ 26 NA  80.93% Stake; Romanian government
holds remaining shares.

May 2004  Elettra Finmeccanica IT 6.20 NA  51% Stake in JV with ROARM and its
Communications SA subsidiaries (49%)

April 2002  GEAE/ General Electric u.s. NA NA  50% Stake in JV with Turbomeccanica SA
Turbomeccanica SA Co. of Romania

Feb 1999 Romaero SA Brittain Norman UK 21 NA  B-Nacquired 73% stake from government

Source: InfoBase Publishers, Defense Mergers and Acquisitions Database.

copter SAS (a division of EADS) to buy the government’s 64.9 percent share in IAR Brasov,
a state-owned helicopter company with which Eurocopter and its predecessors have had a
working relationship dating to the 1970s—despite the fact that Eurocopter was the only
bidder. Specific reasons for the rejection included inadequate contribution of cash for work-
ing capital, inadequate environmental investments and a lower than expected price. A previ-
ous attempt by Eurocopter to buy Brasov in 2000 was also rejected.”

Moreover, even after divestiture, the Romanian government frequently retains “golden
shares” in otherwise privately held firms that gives it control over strategic decisions affect-
ing the company’s management. The use of golden shares reflects an apparent government
policy to retain control over the strategic direction of certain defense companies in critical
sectors such as aerospace, but not in others such as electronics or small arms. Since Roma-
nian companies frequently engage in joint ventures, both with each other and with foreign
companies, this also has result